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THE SECURITY-INVESTMENT 


SYSTEM 


By GEORGE W. EDWARDS 


O understand the present problem 
of the security-investment system 
and to formulate legislation for its 
ntrol, the system should be viewed 
m a broad perspective. Therefore, 
evolution in Europe and in the 
-d States will be briefly traced, and 
lation to the economic structure 
whole will be considered through- 


study. 
investment system is the eco- 


mechanism which converts liquid 


ital into some form of tangible or 
In the modern 
conversion of 


rible property.’ 
ment system the 
is is mainly into intangible property 
he form of securities, that is bonds 
Such conversion may be 


tocks. 
ymplished by either direct or in- 
lirect methods. The may 
insfer his capital either directly into 
curities which he then owns himself, 
indirectly through the medium of a 
financial institution, such as some type 


investor 


f these methods, see the author’s 


New York: Ronald 


ro! 1 ISsion ¢ 
n Foreign Securittes. 


»» , > nm ¢ ‘ 
ess \ 19206, p} )2-94. 





of savings bank or an investment trust 
which give him a deposit claim or its 
own security, respectively. Under the 
direct method of conversion, the invest- 
ment risk arising out of a possible fall 
in the value of the securities is carried 
by the investor, while under the indirect 
method it is assumed primarily by 
the financial institution and secondarily 
by the investor.’ 


Evolution of the Security-investment 
System in Europe 
The security-investment system be- 
fore the nineteenth century* was of 
little importance. Adam Smith passes 


2For a discussion of the trend toward indirect 
investment, see World Economic Survey, 1931-32. 
Geneva: League of Nations, 1932, pp. 31-32. 

§ Although there is no comprehensive history of the 
investment system, it is treated in the following: Seé, 
Henri, Modern Capitalism. New York: Adelphi Co., 
Ehrenberg, Richard, Das Zettalter der 
Fugger. Jena, 1896; Sombart, Werner, Der moderne 
Kapitalismus. Leipzig, 1922; The Jews and Modern 
Capitalism. London: T. F. Unwin, 1913; The 
Quintessence of Capitalism. New York: E. P. Dutton 
& Co., 1915; Von Klarwill, Victor (editor), The 
Fugger News Letters. G. P. Putnam & Sons, London 
and New York, 1924 and 1926. 


1928; 
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over it with the slighting remark 
that “‘there was no niche for the study 
of securities or of the Stock Exchange 
and its business.””’ The system devel- 
oped in Europe during the nineteenth 
century, from about 1815 on. ‘This 
development was caused by a number of 
noneconomic as well as economic fac- 
tors. It was a period of comparative 
international peace, which tended to 
reduce the underlying element of risk 
particularly in governmental obliga- 
The prevailing economic phil- 
osophy, shaped by the classicists, 
preached the gospel of capital-accumu- 
lation, and, as expressed by Keynes, 
‘the morals, the politics, the literature 
and the religion of the age joined in a 
grand conspiracy for the promotion of 
saving.”’* The Industrial Revolution 
of the eighteenth-nineteenth centuries, 
as it extended from England to the 
Continent, led to an increasingly higher 
level of production and consequently 
to a larger volume of savings. ‘The 
adoption of the gold standard by 
Great Britain, and later by most 
continental countries, brought about 
a degree of monetary _ stability 
which tended to encourage thrift. 
During these years private and joint- 
stock banks waxed powerful, stock 
exchanges grew in authority, and so 
the rising structure of finance, resting 
on a firm foundation, merited the 
confidence of the investing class. ‘The 
cumulative effect of these forces was to 
bring about a rapid growth both in the 
volume and also in the market value of 
investment in the form of securities. 
The world’s security issues rose from a 
yearly flotation in 1885 of $660 million 
to $5.3 billion in 1906.° Over this 
period the value of high-grade securities 


tions. 


New York: Harcourt, 


4 Essays in Persuasion. 
Brace & Co., 1932, p. 84. 
5 Moody’s Governments and Municipals, 1925, p. 26. 
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increased, as is evidenced by the fact 
that the basic obligation of the invest- 
ment market, British Consols, rose 
from a price of 60 at the close of the 
Napoleonic wars to over 120 just before 
the end of the century. This appre- 
ciation in the value of their ever- 
increasing amount of security invest- 
ments enabled the ‘‘Forsythes”’ of the 
nineteenth century to enjoy a civiliza- 
tion of leisure which the world had 
probably not witnessed since the days of 
Periclean Athens. It is, therefore, 
little wonder that the investment sys- 
tem was regarded with full confidence 
and that bankers were held in high 
esteem. 

The  security-investment 
however, began to decline with the 
passing of the Victorian era. The 
turn of the twentieth century marked a 
change from stability to instability in 
the life of the world. The almost 
century-long era of comparative peace 
drew to a close with the growing inter- 
national tension which finally cul- 
minated in the World War, the revolu- 
tion in Russia, the break-up of Central 
Europe and the unrest in Asia. ‘The 
unleashing of these forces of political 
uncertainty augmented the premium 
for risk in even the most conservative 
governmental obligations. ‘The eco- 
nomic philosophy of classicism was no 
longer accepted as authoritative, but 
was attacked by a new order which was 
critical of the advantages of capital 
accumulation and which raised doubts 
over the economic morality of saving.’ 
The Second Industrial Revolution of 
the nineteenth-twentieth centuries, with 


system, 





®Van Riper, Walker, “The Purchasing Power 
Risk,” Barron’s, January 11, 1932, p. 8. 

7See Robertson, J. M., The Fallacy of Saving. 
London, 1892; and Hobson, J. A., 4n Economic [nter- 
pretation of Investment. London: The Financial 
Review of Reviews, IgII. 
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‘ts enormous increase in production, 
resulted in rising surpluses which outran 
the expansion of domestic and foreign 
markets. Monetary instability devel- 
oped just before the close of the nine- 
teenth century and was accentuated 
by the World War which swept away 
the gold standard and replaced it with 
various monetary experiments not con- 
ducive to thrift and saving. ‘These 
successive shocks were too severe for 
even the well-ordered financial struc- 
tures of Western Europe, and as a 
result security and commodity markets 
became unstable, central banks weak- 
ened and great banks collapsed. ‘These 
events exercised an unfavorable influ- 
ence on security investments, and as a 
result their value has declined. In 
\ustria 80% of the capital invested in 
over 200 companies operating in 1913 
was lost by 1930, and the same propor- 
tion of loss held true for corporation 
figures after 1913.8 The price of Brit- 
ish Consols fell to below 60 in 1920, 
and so the gains of a century were lost.® 
This depreciation in the value of 
investments has brought hardship and 
even poverty to the saving and invest- 
ing classes of these countries. As a 
result they have lost confidence in 
the security-investment system, and 
throughout Europe there has been a 
general revolt of the investor, who has 
been hoarding his remaining funds.’ 
In general, the banker has been held 
responsible for this situation, and this 
feeling in a large measure explains the 
widespread support given by the middle 


* Morgenstern, O., “‘Kapital- und Kursverander- 


ungen der an der Wiener BéGrse notierten Oster- 
reichischen Aktiengesellschaften, 1913 bis 1930,” III 
Zeitschrift fir Nationalokonomie 2, December, 1931. 
* For decline in value of other government bonds, 
tudy in Balance of Payments, 1930. Geneva: 
League of Nations, 1932, pp. 35-36. Also see Van 


. 
‘ Tr ~ ree 
INI DE ». Cll. 


Bonn, M. J., in Living Age, January, 1932, pp. 





class in Europe to the attacks of 
political parties against the banking 
profession. 


Evolution of the Security-investment 
System in the United States 


The security-investment system de- 
veloped slowly in the United States. 
Until the middle of the nineteenth cen- 
tury the amount of investment in 
securities was small; in 1850 the Annual 
Report of the Treasury of the United 
States showed that, out of a total esti- 
mated wealth of $7.135 billion, only 
$1.178 billion or 16% was represented 
in securities. However, after the Civil 
War the amount of securities increased 
rapidly, as is evidenced by the fact that 
from the years 1865 to 1932 the number 
of share issues listed on the New York 
Stock Exchange expanded from 136 to 
1,278, and of bond issues rose from 174 
to 1,601.1! In 1908 intangible wealth 
in the form of securities had risen to 
23% of the total wealth of the United 
States; by 1932 it was 75%.'? This 
movement began during the Civil War 
when Jay Cooke developed a sales 
organization which placed the bonds of 
the Federal Government among a large 
number of individual investors.!* The 
Liberty Loan campaigns during the 
World War further popularized the 
purchase of securities. As a result, the 
number of direct investors in this coun- 
try rose very considerably. Where the 
bond issue floated in this country during 
the Spanish-American War had 320,000 
subscribers, the various issues during 
the recent war were placed with millions 
of holders.!4 


IIT New York Stock Exchange Bulletin 2, Febru- 
ary, 1932. 

12 Moody’s Governments and Municipals, 1925, p. 25. 

13 Minnigerode, Meade, Certain Rich Men. New 
York: G. P. Putnam’s Sons, 1927, p. 65. 

14 **Today we find over twenty millions of bond- 
holders where in the past we had only two hundred 
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The American security-investment 
system passed through the same general 
stages of rise and decline in value as in 
the case of Europe. An index of bond 
prices compiled by Moody’s Investors 
Service shows a continuous rise from 
55.30 in 1860 to 99.53 in 1902 and a 
subsequent recession to a low of 53.90 
in June, 1932.15 As in the case of 
British Consols, the gain in bond prices 
of the nineteenth century has largely 
been lost in the twentieth century." 
The shrinkage in the market worth of 
security investments during the depres- 
sion may be appreciated from the fact 
that the value of the bonds listed on the 
New York Stock Exchange fell from 
$47,384,805,889 in January, 1931, to 
$30,554,431,099 in April, 1933, and 
listed stocks dropped from $89,668,- 
276,854 in September, 1929, to $15,633,- 
479,577 in July, 1932." 


Financial Causes of the Decline in 
America 
The rise and decline of the security- 
investment system in this country was 





thousand.””—Warburg, Paul, Some Problems of the 
Investment Banker. New York, 1919, p. 3. See also, 
Rogers, James H., America Weighs Her Gold. New 
Haven: Yale University Press, 1931, p. 52. 

4 Computed from various bond indices including 
Dow-Jones and New York Times’ averages. The 
average price of all American bonds listed in the New 
York Stock Exchange fell from $98.83 on October 1, 
1930, to $73.57 on June 1, 1933. See 1V New York 
Stock Exchange Bulletin 6, June, 1933, p. 9. 

1 See Mills, F. C., Economic Tendenctes in the 
United States. New York: National Bureau of Eco- 
nomic Research, Inc., 1932, pp. 152, 156, 159, 500, 


4. 
17 1V New York Stock Exchange Bulletin 1, January, 
1933. While this study is confined mainly to bonds, 
reference should be made to the generally unsatis- 
factory investment experience of preferred stocks. 
Dewing, A. S., The Financial Policy of Corporations. 
New York: Ronald Press Co., 1920, pp. 64-67, 1203; 
Accompany the Financial Policy of 
Corporations. New York: Ronald Press Co., 1926; 
Horsfield, M. H., “Is Preferred Stock Preferable ?’’, 
Barron’s, November 28, 1932, p. 5; Jackson, J. R., 
‘““Common and Preferred Stocks as Investments,” I 
Business 3, July, 1928, pp. 294-323; 


Problems to 


Journal of 


in a large measure due to the same 
underlying forces which have under- 
mined the European system. The un- 
favorable political and economic events 
of recent years, international as well as 
domestic, must be considered as potent 
causes of the fall of investment values 
in this country, and the decline of the 
European investment system itself in 
turn affected the American structure. 
In addition, the passing of the western 
frontier, the checking of immigration, 
the declining rate of population in- 
crease, the enactment of tariff legisla- 
tion, the change in the general price 
level, all have directly affected the 
profits on corporate stock and the pay- 
ment of debt service on bonds and so 
the value of securities. 

With a full realization of the extent 
to which these forces have adversely 
affected the investment structure, con- 
sideration will now be given in detail 
to the unfavorable financial forces, 
These may be grouped according to the 
policies of the various parties to the 
investment system, namely the sellers, 
the buyers and the dealers in securities. 

The sellers are the corporations or 
governments which issue securities. 
American corporations which issued 
securities based on overvalued assets 
deserve criticism for the policies of 
capital inflation, capital pyramiding 
which built top-heavy holding com- 
panies on already top-heavy holding 
companies, financial planning which 
erected corporate structures with un- 
wise distribution between bonds and 
stocks, and merger operations which 
resulted in industrial combinations with 
unsound economic purposes.'® Amer- 





Mitchell, W. C., in XVIII Journal of Political 
Economy 7, 1910, p. §23; Rodkey, R. G., “Preferred 
Stocks as Long-term Investments,” IV Michigan 
Business Studies 3, 1932. 

18 See statement of Addinsell, H. M., President 
of the Chase-Harris Forbes Corp., delivered Decem- 
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ican states and municipalities entered 
upon a borrowing policy which from 
1914 to 1932 increased their debt from 
$4.926 billion to $19.285 billion and 
their debt service from $502 million to 
$1.494 billion.” 

The financial policy of security buy- 
ers. both individual and institutional, 
was also frequently unsound. As noted 
before, the number of direct investors 
rapidly; whereas, before, 
securities had been held in large 
amounts by a small class of wealthy 
persons, they were now also in the 
possession of a large mass of people 
holding small amounts. In general, 
the latter did not individually own a 
sufficient amount to justify their giving 
it serious study, and so securities were 
frequently bought without discrimina- 
tion. Atthe same time security invest- 
ment became more complicated, as 
the number of different securities was 
increased and as their characteristics 
were multiplied by ingenious additions 
either to attract the funds of investors 
or to protect the interests of issuing 
corporations. This complicated na- 
ture of the investment system was not 
fully appreciated by many direct in- 
vestors. The fault was not entirely 
theirs, but was also due to economists, 
kers, government officers and other 


multiplied 


ban 


ber 16, 1932, in an address to the forum of New York 
University, New York Times, December 17, 1932; 
Bonbright, J. C. and Means, G. C., The Holding 
Company. New York: McGraw-Hill Book Co., Inc., 
1932; Berle, A. A., Jr. and Means, G. C., The Modern 
Corporation and Private Property. Chicago: Com- 
merce Clearing House, Inc., 1932; Lowenthal, Max, 
The Investor Pays. New York: Alfred A. Knopf, 
1933; Ripley, W. Z., Main Street and Wall Street. 
Boston: Little, Brown & Co., 1927; Sackett, F. M., 
“Exploitations of Finance and Legislative Defenses,” 


19 Trust Companies 5, November, 1929; Tray- 

, Melville, in foreword to Brandeis, L. D., Other 
People’s Money and How Bankers Use It. New 
York: Frederick A. Stokes Co., 1932. 


"Clark, Evans, The Internal Debts of the United 
States. New York: Macmillan Co., 1933, p. 258. 





experts who, by their public utterances, 
oversimplified a _ security-investment 
system which has become one of the 
most complicated and least understood 
parts of the economic structure. 

The soundness of the investment 
policy of financial institutions varied. 
Mutual savings banks and insurance 
companies (for they are really financial 
institutions for indirect investment), 
generally followed an intelligent policy, 
but even they suffered heavy losses in 
the crisis of 1920, and particularly in 
the recent depression. Moreover, the 
investment experience of the commer- 
cial banks was unsatisfactory. The 
increase in their time deposits, on 
which they paid high rates of interest, 
led particularly the interior commercial 
banks into the purchase of “high- 
yield capital-loss’”’ bonds. ‘These port- 
folios contained an increasing propor- 
tion” of foreign-government, real-estate 
and holding-company debentures, and 
the poor distribution of their port- 
folios was a major cause of many bank 
failures. Of all the institutions, the 
least successful policies were followed 
by the investment trusts.”? 

In general, investors who followed the 
indirect method of converting their 
savings fared better than those who 
placed them directly in securities. In 
the case of those who placed their 
funds with mutual savings banks and 
insurance companies, the loss was negli- 
gible, for it was absorbed by the 
investment institution. The loss on 
time deposits with commercial banks, 
in comparison to the total of such 
deposits, was relatively small. In the 
case of the holders of investment-trust 
securities, the loss was probably greater. 

2 See Annual Report of the Superintendent of 
Banks of New York, 1931, p. 6. 


21See Flynn, John T., Investment Trusts Gone 


Wrong. New York: New Republic, Inc., 1930. 
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The third party to the investment 
system is the dealer or investment 
banker. As in the case of other coun- 
tries, responsibility for the failure of 
the security-investment system is popu- 
larly ascribed to him.*? It is generally 
believed by the public that its heavy 
losses have been due to the issuing of 
fraudulent securities by the investment 
bankers. As a matter of fact there 
have been only a few cases of fraud 
actually proven against investment 
bankers. ‘The various federal hearings 
on financial legislation did not, with the 
exception of the case of Kreuger and 
Toll, disclose conclusive proof of fraud 
in the case of any of the securities listed 
on the New York Stock Exchange, 
which represent the greater volume of 
the issues floated in past years. Even 
in the case of foreign bonds there were 
only a few cases of misrepresentation 
which would have brought such issues 
under the operation of the Securities 
Act had it been in force at the time. 
Fraudulent securities were sold in the 
period before the financial crash, but 
the amount was small in comparison 
to the total amount of securities issued. 

Nevertheless, the investment banker 
must bear the major part of the 
responsibility for the collapse of the 
security-investment system in recent 
years. In general he performed his 
economic functions unwisely. The in- 
vestment banker is primarily a security 
merchant who buys and then sells 
issues. The purchasing function of 
the investment banker has a social 
significance which has not yet been 
fully in the drafting of 
financial In buying one 


recognized 
legislation. 
22See Barnes, H. E., ‘‘Expressing the Liberal 
Viewpoint,” New York World-Telegram, July 25, 
1933; Beard C. A., America Faces the Future. Bos- 
ton: Houghton Mifflin Co., 1932, p. 97; Adams, J. T., 
“The Responsibility of Bankers,” The Forum, August, 
1931, p. 80. 


issue and in rejecting another, the in- 
vestment banker exercises an important 
economic power. ‘Through his selec- 
tion he can direct the flow of capital 
into either productive or wasteful pur- 
poses and into enterprises of sound or 
of unsound investment quality. A 
close relation generally exists between 
purpose and quality, for an under- 
taking with a productive object usually 
has sound credit, and an enterprise 
of doubtful purpose generally is a 
poor risk. ‘There is naturally a greater 
margin of profit to the banker in 
dealing in securities of low quality, 
and such issues, unsalable in normal 
money markets, are offered to the 
public. 

The history of business cycles shows 
that the stage of prosperity in general 
is marked by an ever-increasing in- 
efficiency. In the field of security 
investment the buying public, swayed 
by overoptimism, seeks more and more 
after securities of higher yield, and 
investment bankers, under the stress 
of competition, issue securities of higher 
yield, greater risk and poorer quality.” 

Statistical proof of the deterioration 
in the quality of the bonds issued in 
the latter years of the recent business 
cycle as compared with previous years 
is seen in a study of the behavior 
of the 4,398 bouds listed in the Fitch 
Bond Record in the critical financial 
market during the close of December, 
1931.24 Grouped according to the date 
of issue these bonds showed the follow- 
ing per cent of the total number issued 
for each year which were in actual or 
pending default: 





23 Proceedings of the Investment Bankers Associa- 
tion of America, 1930, p. 251. 

24See American Bankers Association Journal, 
November, 1932, pp. 22, 64; Edwards, G. W., “‘ Bond 
Behavior in a Depression Period,” VI Journal of 
Business 2, April, 1933, pp. 132-138. 
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Tas.Le I 
Number | Per Cent 
Date of Issue of Bonds | of Bonds 
Issued | Defaulting 

Before 1900 | 70 14.3 
1900-1913 419 14.5 
1914-1919 206 10.1 
1920-1922 | 263 18.6 
1923-1924 637 18.4 
1925-1926 371 21.6 
1927-1928 | 1,118 31.1 
1929 267 i% 
1930-1931 496 II.9 
No information 5s1 22.0 
Total 4,398 20.2 








From this table it is seen that of the 
bonds issued in 1927, 1928, and 1929, 
31.1% went into actual or pending de- 
fault, as compared with a much lower 
percentage for the bonds issued in pre- 
vious years.” 

The second fundamental error in the 
financial policy of investment banking 
was the overproduction of securities. 
The volume of new issues increased con- 
siderably over the years preceding the 
inancial crisis, as may be seen in the 
following table: 


TIT 
bid 
re 


Taste I]. Amount or New Issves,* 1922-1929 





| Amount (in million 
' 





| dollars) 
ie 
1922 | 4,304 
1923 | 4,293 
1924 | 5 534 
| 6,174 
925 , 
1926 | 6,243 
1927 7,520 
1928 7.002 
1929 | 7,052 





Commercial €9 Financial Chronicle, January 18, 1930, p. 
d rhis table represents the amount of net new financing, 
ling refunding issues and investment-trust, trading and 


g companies. Nor does it include guaranteed mort- 


and certificates which, in the case of the leading title 
mortgage companies in New York City alone, rose from 
38 million in 1913 to $2,010 million in 1929.—Clark, 


i vans, op. ctl., p. 75. 


‘*’ The same error of unsound financing was com- 
mitted by 


the British investment bankers, in the 





Recent economic literature has em- 
phasized the significance of the inter- 
action between investment and saving, 
and how a relatively greater increase of 
the former as compared with the latter 
may be regarded as a fundamental 
cause of industrial crises. The growth 
of securities has made them the most 
important form of investment and 
therefore the major factor in determin- 
ing the rate of total investment. 

Unfortunately, statistical science has 
not been in agreement on the amount of 
national income or savings, and so it is 
impossible to state with any degree of 
accuracy the amount absorbed by se- 
curity investment. That there was a 
maladjustment between the rate of 
security investment and the rate of 
saving is evidenced in the increase, in 
the volume of bank loans granted to 
carry unsold securities, from $4.157 
billion in June, 1923, to $8.568 billion 
in June, 1930.77 

It would be unjust not to point out 
that the reputable investment bankers 
tried to restrain the less conservative 
members of their profession not only 
from issuing securities of poor quality 
but also from issuing securities of all 
kinds in too great quantity. However, 
investment banking was operated under 
cut-throat competition, which has fre- 
quently led to “‘unfair practices,”’ such 





predepression period. The 289 new securities issued 
in 1928 had a net capital depreciation of 42% by May 
I, 1931, and 111 companies with a total of over £25 
million lost all of their capital—The Economic Jour- 
nal, (London), December 1931, p. 577. 

% Hayek, F. A., Prices and Production. London: 
G. Routledge & Sons, 1931, p. 7; Keynes, J. M., 
A Treatise on Money. New York: Harcourt, Brace & 
Co., 1930; I, pp. 171-84. Robertson, D. H., Banking 
Policy and the Price Level. London: P. S. King & Son, 
1926, p. 47; Strachey, John, The Coming Struggle for 
Power. New York: Covici Friede, Inc., 1933. 

27 Annual reports of the Federal Reserve Board; see 
also Robertson, D. H., op. cit., p. 47; Davenport, E. 
H., in New Statesman and Nation, October 10, 1931, 


Pp. 429. 
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as price-cutting, “‘beating the gun,” 
secret commissions and deceptive mar- 
ket support.” 


Legislative Reform of the Security- 

investment System 

As a result of the weakness of the 
investment system, European coun- 
tries as well as the United States have 
undertaken to reform it through legisla- 
tion. Almost every capital-accumulat- 
ing country in recent years has enacted 
laws to safeguard the investor. Bel- 
gium, England, France, Germany and 
Holland, all have revised the laws 
governing the flotation of securities. 
The passage of the Securities Act of 
1933 and of the Glass-Steagall Banking 
Act of 1933 represents the same move- 
ment in the United States. Both acts 
contain provisions to improve the se- 
curity-investment system. 

The Securities Act seeks to make 
available to the investor a truthful 
statement of all the material facts 
regarding the issue so as to enable him 
to judge its worth. However, this 
theory assumes that the average in- 
vestor has sufficient financial education 
to grasp the intricacies of modern 
finance which, in the past, perplexed 
even trained investment bankers who 
were in full possession of the material 
facts and who still incurred heavy 
losses.2*27 The Securities Act aims also 

28 See Proceedings of the Investment Bankers Asso- 
ciation of America, 1928, pp. 179-180; 1930, p. 251; 
Meech, S. P. “The Investment Securities Business 
and the Future” V Journal of Business 3, July, 1932; 
see also Otto H. Kahn’s testimony before the Senate 
Committee on Banking and Currency regarding 
“cut-throat competition, one outbidding the other 
foolishly, recklessly, to the detriment of the public.” — 
137 Commercial & Financial Chronicle, July 1, 1933, 
P. 74. 

2” The losses of the security companies affiliated 
with commercial banks are reflected in their annual 
reports showing the amounts charged off on securities. 
While the unincorporated investment banks do not 
generally publish financial statements, their losses 


to prevent fraud but, as mentioned 
above, the proportion of such securities 
to the total amount of issues floated 
was relatively insignificant, and the 
loss on fraudulent securities was small 
as compared with those on all classes 
of legitimate issues. 

The Securities Act does not apply to 
issues whose credit is of poor quality, 
It will still be possible for investment 
bankers, under the stress of competi- 
tion, to issue bonds which meet every 
provision of the Securities Act but 
which are of poor quality. As long 
as all of the material facts are given, 
such bankers can still issue bonds of 
foreign governments with budgetary 
deficits, real-estate bonds resting on 
overappraised properties, and securities 
of holding companies based on over- 
pyramided financial structures. Also 
the Securities Act does not check the 
overproduction of securities. In other 
words, the main errors of financial 
policy, namely the issuing of securities 
of poor quality and of too great a sup- 
ply, are still outside the scope of the 
Securities Act.” 

The Glass-Steagall Banking Act of 
1933 improves the security-investment 
system particularly by providing better 
control over the diversion of Federal 
Reserve credit for the purpose of carry- 
ing unsold securities. It also extends 
membership to mutual savings banks, 
which are important institutions in the 
investment-bankingorganization. ‘The 
Act, however, leaves the rest of the 
problem of security investment un- 
solved. It provides for the eventual 
separation of security afhliates from 


are evidenced by the numerous dissolutions since 


1929. 

It might be possible to extend the provision of 
the National Recovery Act, with the cooperation of 
the conservative houses, to establish a code limiting 
production, fixing minimum standards of credit qual- 


ity and eliminating unfair practices. 
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commercial banks. These affiliates 
have in the past developed into an 
important part of the machinery of 
investment banking, and it has never 
been demonstrated that their issues 
were of poorer quality than those of 
banking houses. ‘These afhl- 
‘ates, under the new Act, must be 
separated from the commercial banks, 
and many will be eventually reorgan- 
ized as private houses which will 
practically be beyond government 
supervision. In other words, the oper- 
ations of investment dealers, invest- 
ment trusts and mortgage banks re- 
main uncontrolled under present bank- 

r laws. 

Since the 
Reserve Act, 
organization 
changed 


private 


passage of the Federal 
and particularly since 
of American 
markedly.*! 


1920, the 


business has 


Small individual units gave way to 
large corporations, and these in turn 
were frequently merged and consoli- 
lated.*? As a result there was a corre- 


sponding change in the financial policy 
of American business from the use of 
commercial to investment credit and 
bank to capital funds. Where 
the small business unit was largely 
ependent on bank loans, the large 
orporation was able to finance itself 
by the sale of its stocks and bonds 

the capital market. Moreover, the 
large corporations with this financial 
issistance reduced the amount of their 


Irom 


; 


] P a¢ 
loans from banks.** As the method 
Recent Economic Changes in the United States. 
York McGraw-Hill Book Co Inc., 1929, Vol. 
179-188. 
Means, G. C., “‘The Large Corporation in Ameri- 
Economic Life,’ XXI American Economic 
Reot 1, March, 1931, pp. 20-21, 27. 
he decline in bank loans is seen in the study by 
y, Lauchlin, “The Decline of the Commercial 


Journal of Economics 4, August, 
1931, p. 698. This study shows that 729 leading 
their bank from $929 
from 1920 to 1928. The 


45 Quarterly 


rations reduced loans 


to $582 million 
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of corporate financing thus changed 
from a temporary to a more permanent 
form, the obligations of these corpora- 
tions were converted from a short to a 
long period. Therefore, the amount 
of promissory notes and bills of ex- 
change outstanding declined as the 
amount of stocks and bonds increased. 
As a result, the proportion of unfunded 
to funded debt of industrial corpora- 
tions declined sharply from 1920 to 
1931, as seen in the following table: 


Dest Maturity or INpusTRIAL Cor- 
PORATIONS, 1920-1931 


Taste III. 





| Amount (in million Per Cent of Total 














dollars) | Debt 
Year = He a 
Unfunded | Funded | Total | Unfunded Funded 
Debt Debt Debt Debt Debt 
_—— — r | = 
1920 16,750 | 4,820 | 21,57 5| 77.7 | 22.3 
1931 | 13,300 | 10,658 | 23, 958] 55.5 44-5 
| 





Source: Clark, op. cit., p. 175. 


These figures explain why industrial 
corporations were in a better financial 
position to weather the recent depres- 
sion than those of a decade ago. 

In similar manner trust companies 
and state and national banks have 
shifted primarily from commercial to 
investment credit. This increase in 
investment credit has been reflected 
in the growth of the security loans 
and investments of these institutions. 
Security loans of reporting member 
banks of the Federal Reserve System 
rose from $367 million at the end of 
1921 to $8,304 million at the end of 
1929.°4 The rate of increase in security 
loans was not only high in New York 
but was even higher in the Boston, 
Chicago, Dallas and San Francisco 





volume of open-market commercial paper fell from a 
peak in January, 1920, when $1.296 billion was out- 
standing, to $64 million in April, See annual 
reports of the Federal Reserve Board. 

34 Statements of condition of reporting member 
banks in the annual reports of the Federal Reserve 


Bc yard. 


1933.- 
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districts, and in fact was nation-wide 
in its scope.*® This general tendency 
has been in progress for a number of 
years. Even in 1891 the per cent of 
security loans to total loans of all 
national banks was as high as 29.17%, 
and by 1908 rose to 40%; as compared 
with 28.46% in 1921 and 46.85% in 
October, 1929, at its highest.*® 

It is important to inquire into the 
question of the “liquidity” of such 
security loans. Students of finance 
are not in agreement on the exact 
meaning of liquidity, and the term may 
be given two widely different inter- 
pretations. ‘The classical or strict in- 
terpretation of liquidity considers it 
as that characteristic of a bank asset 
whereby the obligation, since it is 
based on an actual sale of goods from 
a seller to a buyer, possesses the ability 
of repayment or self-extinguishment 
at maturity without loss of value.* 
As opposed to the orthodox meaning 
of liquidity, the liberal or broad in- 
terpretation holds that liquidity relates 
not to the self-extinguishment at the 
maturity of the bank asset, but to 
ready marketability at any time with- 
out loss in value, and proponents 
of this view maintain that liquidity 
should be interpreted as meaning 
*“‘shiftability.”** A proof of the actual 

% See report for each Federal Reserve District in 
the annual reports of the Federal Reserve Board. 

% Reports of the Comptroller of the Currency. 

37 The classical theory has been stated over a num- 
ber of years in such writings as: Smith, Adam, Wealth 
of Nations. Harvard Classics Edition. New York: 
Macmillan Co., 1895, pp. 254-255; Scott, W. A., 
quoted in Moulton, H. G., Principles of Money and 
Banking. Chicago: University of Chicago Press, 
1920, Vol. 2, pp. 458-460; Patterson, E. M., “Some 
Tendencies in the Federal Reserve System,” 78 The 
Annals, July, 1918, p. 119; Laughlin, J. L., Banking 
Progress. New York: C. Scribner’s Sons, 1920, p. 
158; Collins, E. H., in New York Herald Tribune, 
March 28, 1932; Salter, Arthur, Recovery—The Second 
Effort. New York: The Century Co., 1932, p. 102. 

3 The exposition of the liberal theory may be found 
in the following studies: Journal of the Institute of 


shiftability of the call loans collateralled 
by securities listed on the New York 
Stock Exchange was demonstrated dur- 
ing the financial crisis when banks were 
able to reduce them from $7.632 billion 
in September, 1929, to $3.376 billion 
in December, 1929, without loss to 
the lending banks.* 

Further evidence of the shiftability 
of security loans is seen in the fact that 
the national banks were able to reduce 
the amount of such loans from $5.114 
billion in June, 1929, to $3.182 billion 
in June, 1932.4° Moreover, these loans 
maintained not only their shiftability 
but also their safety, for even after 
stock prices had fallen sharply,*! only 
4% of all customers’ security loans 
granted by 18 large New York City 
banks and only 6% of such loans ex- 
tended by 26 large interior institutions 
had collateral less than 110% of market 
value by the end of 1930.‘ 

The commercial banks have also in- 
creased their investment operations 
directly through the purchase of bonds 
and stocks on their own account. ‘The 
growth of security investment of com- 
mercial banks in recent years has been 
much greater than the expansion in 
their loans and discounts. As in the 
case of the security loans of commercial 
banks, the growth of their investments 





Bankers, 1916, p. 368; Bankers Magazine, Vol. 82, p. 
25; Journal of the Institute of Bankers, 1909, p. 5533 
Economic Journal (London), December, 1918, p. 510; 
Mitchell, Waldo F., Uses of Bank Funds. Chicago: 
University of Chicago Press, 1925; see particularly, 
Moulton, H. G., “Commercial Banking and Capital 
Formation,” 26 Journal of Political Economy 5, May, 
1918, pp. 654, 723. 

%® Annual reports of the Federal Reserve Board. 

“Annual reports of the Comptroller of the 
Currency. 

41 The Standard Statistics index of 404 common 
stocks fell from 225 in September, 1929, to 108 by 
the end of 1930. 

“2“The Relation of Banks under the Security 
Markets,” Hearing (Part 7) of the Subcommittee 
of the Senate Committee on Banking and Currency, 
71st Congress, pp. 1016-1017. 
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CONTROL OF THE SECURITY-INVESTMENT SYSTEM II 


is not of recent origin, but can be traced 
to the Civil War. In 1863 the ratio 
of securities to total resources was only 
0.59%, but increased continuously and 
by 1998 it was 9. 45%. as 

These changes in the financial policy 
of industrial corporations and in the 
nature of the credit extended by com- 
mercial banks have directly affected 
the credit relations of the latter with 
the Federal Reserve banks. ‘There has 
been a steady decline in the amount of 
paper eligible for rediscount and, be- 
cause of the small amount of the hold- 
ings of eligible paper, many hard-pressed 
banks during the depression were unable 
to obtain accommodation from the 
Federal Reserve System; and partly for 
this reason it was necessary to pass as 
emergency legislation the Glass-Steagall 
Act of 1932, which permitted the redis- 
counting of assets other than eligible 
paper. 

The need of widening the rediscount 
powers of the Federal Reserve banks 
has become greater since the passage of 

e Glass-Steagall Act, which extends 
membership to mutual savings banks. 
The combined statement of these insti- 
tutions as of June, 1932, showed only 
$674,000 in commercial paper or 0.006% 
and $530,666,000 in 


of their assets, 
United States Government bonds or 
4.77% of their assets on which either 
rediscounts or advances could be ob- 
tained. Although the act brings mutual 
savings banks into the Federal Reserve 
membership is not extended 
to such important investment-banking 
institutions as mortgage banks, invest- 
ment trusts and even insurance compa- 
nies which are essentially investment 
institutions. 


System, 


** Hollander, J. H., 
National Banks,” III 
December, 


“The Security Holdings of 
American Economic Review 4, 
1913, p. 793. 





Conclusion 


The growing significance of security 
investment is thus evidenced in the 
increase of its proportion to total 
wealth and in the growth of its em- 
ployment by corporations and by banks. 
It is also essential to note the im- 
portance of security investment in its 
relation to recovery from depression. 
As shown above, security investment 
exerts a powerful influence on the busi- 
ness cycle, bringing on financial collapse 
and economic depression, and starting 
financial reconstruction and economic 
recovery.*4 Almost every return of 
business activity since 1885 has been 
preceded by a rise in the bond market, 
which enabled the sale of securities 
to finance the long-deferred needs of 
industry.*® Because of its greater sig- 
nificance today, security investment 
must, therefore, be considered as one 
of the governing forces which can 
hasten business recovery.“ ‘The gen- 
eral tenor of the Glass-Steagall Banking 
Act of 1933 is opposed-to the extension 
of security-investment credit by com- 
mercial banks.” 

From this analysis of the financial 
causes of the collapse of the investment 
system and the content of the Securities 
and Banking Acts of 1933, it would 
seem that additional financial legisla- 
tion is needed.* 


See Mill, John Stuart, Principles of Political 
Economy. New York and London: Longmans Green 
Co., 1909, Book I, pp. 74-75. 

45 Moody’s Governments and Municipals, 
i 2é. 

46 The importance of security investment in financ- 
ing recovery after the depression was expressed by 
J. P. Morgan in his statement at the Hearings before 
the Senate Committee on Banking and Currency, 
75th Congress, 1st Session, Part I, p. 5, Part II, p 
953. 

47 See Sections 7m, 21a, 23a. 

The positive suggestions of the author have been 
printed in the Congressional Record. 


1925, 











ESSENTIAL ELEMENTS IN 





BANKING 


RECONSTRUCTION 


By O. K. BURRELL 


HE responsibility of the banking 

organization for the overspecula- 

tion of the 1920’s is rather widely 
admitted. An attempt at a fundamen- 
tal reorganization of the banking sys- 
tem has been made, the essential 
elements of which are as follows: 


1. The elimination of banks from the 
business of underwriting and selling 
securities. 

2. Provision for branch banking with 
some restrictions. 

3. Regulation and control of bank hold- 
ing companies. 

4. An attempt to keep Federal Reserve 
credit out of speculative channels by with- 
holding Federal Reserve credit facilities 
from those member banks which employ 
an undue proportion of their resources in 
financing speculation in securities, com- 
modities, or real estate. 

5. Insurance of bank deposits. 

6. Prohibition of interest payments on 
demand deposits, with some exceptions, 
and prohibition of the payment of savings 
deposits before maturity. 


This brief summary of banking re- 
organization, already accomplished, un- 
doubtedly fails to do entire justice to 
recently enacted legislation, but it does 
indicate in very broad outline the major 
features of the Glass-Steagall Bank 
Act. 

The thesis of this article is that the 
fundamental cause of present industrial 
chaos is the intrusion of long-term, 
nonliquid credit into commercial bank- 
ing, and that a drastic reorganization 
and reconstruction of the banking sys- 
tem is the most logical approach to the 
restoration of normal employment and 


rational economic order. ‘The purpose 


of this article is also to show that this 
fundamental defect in the banking 
mechanism has not been corrected by 
recent legislation and that further re- 
organization is necessary. 


Goods Pay for Goods 


It is unnecessary to say that bank 
credit is the backbone of the mechanism 
of exchange. Most payments are made 
by bank checks. Bank deposits are a 
much more important medium of ex- 
change of goods than actual money and 
currency. It is important, therefore, 
to examine the process of expansion and 
contraction of bank deposits, for it is 
clear that bank deposits represent 
purchasing power. When bank 
posits are increasing, business is active; 
and when bank deposits are decreasing, 
as in the past few years, business is 
declining. 

Bank deposits are brought into ex- 
istence for the most part through the 
process of bank loans. A manufac- 
turer or merchant borrows from a bank 
the funds with which he intends to 
purchase merchandise or employ labor. 
The result is that he is given a deposit 
credit on the books of the bank. ‘Two 
changes take place in the balance sheet 
of the bank as a result of this transac- 
tion: the asset, loans receivable, is 
increased, and likewise the item, deposit 
liability, is increased. Purchasing 
power has now been placed in the 
hands of the borrower, who proceeds 
to use it in drawing checks to workmen 
or to those who supply merchandise. 
The bank that created this credit loses 
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either cash, or claims on cash, as a 
result of the transfer of funds from the 
manufacturer or merchant to workers 
and suppliers. But the banking sys- 
tem does not lose cash except to the 
extent that increased trade makes 
necessary an increase in hand-to-hand 
cash. This is because the workmen 
and suppliers of merchandise, who are 
paid from the bank loan, in turn de- 
posit these payments in some bank or 
turn the funds over to someone who 


{ ° 

In the course of 30, 60 or go days, 
the goods which were purchased or 
manufactured with the credit created 
by this bank loan are offered on the 
market and sold. As a result, the 
manufacturer builds up or rather re- 
builds his deposit balance, perhaps in 
the very bank in which he obtained the 
loan. When the loan matures, the 
manufacturer uses his newly built-up 
deposit credit to pay his loan. ‘The 
result of the repayment is that both 
bank deposits and bank loans have been 
decreased by the amount of the credit 
involved. This is a simple description 
of the operation of short-term, self- 
liquidating bank credit. Bank credit 
has here served to facilitate the ex- 
change of goods and illustrates how 
goods pay for goods. 

lf the banking system were a strictly 

mmercial-banking system, 1.¢., if no 
savings accounts were permitted and 
if extensions of credit were strictly of 
the short-term, self-liquidating variety, 
and if bankers made few errors in 
estimating the self-liquidating nature 
of proposed loans, and if there were 
never any incentive for currency hoard- 
ing, and if changes in the price level 
did not necessitate additional hand-to- 
hand currency, the cash requirements 
of the banking system would be prac- 
tically nil. In such an ideal system of 
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banking, virtually all of the deposits 
would be created deposits—that is, they 
would be created by bank extensions of 
credit—and would upon the completion 
of the transaction upon which the loan 
was based be used to cancel the loan, 
and there would be scant necessity for 
cash so far as the banking system 
was concerned. Goods would pay for 
goods, and the mechanism of exchange 
would be the banking system. So long 
as extensions of bank credit were made 
upon the basis of accurately estimated 
and feasible short-term transactions, 
there would seem to be no reason for 
any arbitrary limits to be placed upon 
the expansion of bank credit. So long 
as there are goods and services to be 
exchanged, bank expansion would be in 
the public interest, and no dangers 
would be involved in such expansion. 
Particularly would there be no danger, 
and reserve requirements would be 
virtually unnecessary, in view of the 
rediscounting features of the Federal 
Reserve System. 


Does an Expansion in Commercial 


Loans Affect the Price Level? 


In connection with this somewhat 
Utopian system of banking, the propo- 
sition is advanced that an expansion in 
soundly conceived short-term commer- 
cial loans is a negligible price influence. 
The theoretical argument that is com- 
monly used to support the opposing 
thesis, that an expansion in bank credit 
tends to increase the commodity price 
level, is that this expansion of credit 
creates purchasing power and that this 
purchasing power comes into the com- 
market and is offered for 
that commodity prices, 


modity 
goods, and 
therefore, rise. 

Admittedly an expansion in bank 
credit, that is an expansion in soundly 
conceived short-term commercial loans, 








14 


represents an addition to the sum total 
of purchasing power for current goods. 
Purchasing power is brought into the 
market and offered for goods; and if we 
were to stop here, we should have to 
say that this creation of credit causes 
the commodity price level to rise. 
However, under modern economic or- 
ganization, especially where hedging is 
employed by manufacturers, the crea- 
tion of commercial credit brings two 
almost simultaneous forces into the 
price situation. Purchasing power is 
created which comes into the market 
and bids for goods, but at about the 
same time goods are brought into the 
market seeking cash. 

Probably the most perfect illustra- 
tion of this principle is a bank loan toa 
flour miller. A flour miller borrows 
from a bank, and flowing out of this 
transaction are two transactions involv- 
ing the commodity wheat: the flour 
miller buys cash wheat which he pro- 
ceeds to grind into flour, and he sells 
an equal quantity of, say, May wheat. 
Since this transaction results in an 
immediate purchase and in an immedi- 
ate sale of wheat, it is entirely clear 
that the credit created by this loan to 
the flour miller is not a price influence. 

It is, of course, true that not all 
commercial transactions that form the 
basis of short-term,  self-liquidating 
bank loans involve a commodity in 
which there is a well-organized futures 
market, and in which hedging is pos- 
sible. But even if a particular transac- 
tion does not involve hedging, the 
purchase of goods for resale even when 
these goods have not yet been manu- 
plans for the 


factured necessitates 


selling of these goods, and these plans 
necessarily involve the price level even 
though the goods are not yet available. 
Suppose, for example, that a retailer 
borrows from a bank for the purpose of 
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purchasing goods for resale. The pur- 
chasing power thus created is used in 
the purchase of goods from a manufac- 
turer or wholesaler. When the order 
is placed, the retailer becomes com- 
mitted to goods, and his price policy 
must necessarily be influenced by that 
fact. He is under a greater pressure to 
move present goods than he would be 
were he not committed to the purchase 
of additional merchandise. It is not 
even necessary that goods be physically 
available for delivery in order to be a 
price influence. A needed rain in 
the Argentine which would benefit the 
wheat crop may cause a decline in the 
price of Chicago wheat, even though 
this Argentine grain will not physically 
appear in the world’s markets for some 
months. 

It follows that the liquidation of this 
soundly conceived short-term commer- 
cial credit is likewise not a disturbing 
element in the price situation. The 
goods that were manufactured with 
created credit have been transferred 
into consumers’ hands and paid for, and 
the manufacturer’s bank balance has 
been rebuilt by transfers from consum- 
ers’ balances. So far as the banking 
system is concerned, therefore, the 
liquidation of credit is nothing more 
than a bookkeeping entry; on one side 
of the composite balance sheet a given 
deposit liability is canceled against the 
item loans and discounts on the other 
side of the statement. Forced liquida- 
tion of credit that involves the pressing 
of goods to the market is another mat- 
ter entirely, but this situation hardly 
falls within our concept of soundly 
conceived short-term credit. 


Effect of Creation of Long-term Bank 
Credit 


The creation of long-term credit by 
the banking system is a disturbing and 
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dangerous influence of the worst kind, 
however. Long-term credit is created 
when a bank makes a long-term loan or 
a long-term security such as a 
It is to be emphasized that the 
of credit creation, whether of 
ne-term or short-term nature, in- 
volves, first, the extension of credit, and 
second, the bringing into existence of a 
deposit liability. Insistence upon this 
juence may appear to be a matter of 
ting hairs, but it is of some impor- 
ance. From the standpoint of an 
individual bank the sequence may seem 
reversed. Probably some bank- 

ers would insist that the banking busi- 
involves deposits being made in a 
bank and then the investment of those 
fu by the bank. Indeed, this is 
more than likely to be true in an 
lividual bank, but it is distinctly not 

- of the banking system. Banking 
isiness of paradoxes. Principles 

ipply in the case of an individual 
frequently do not apply to the 
anking system. An individual bank 
essentially loans and invests the funds 
deposited in it. The bank- 
tem, on the contrary, creates 

by making loans and in- 
vestments. When an individual bank 
1 loan or an investment, it tends 

t 3e nearly an equivalent amount of 
but the banking system does not 

lose cash. When bank A makes a loan 
to Smith, Smith proceeds to draw out 
the amount by writing checks payable 
nes and Robinson, who deposit 
hecks in other banks. Bank A’s 
deposits are reduced, but the composite 
ts of the banking system are not 
reali ed. 
Long-term credit is created whenever 
bank makes a long-term loan or buys 

a | nd, and it does not matter whether 
bond is a new issue or is taken over 
m an investor. 


process 


Long-term credit is 


not created when an individual buys a 
bond out of savings. Long-term credit 
would, of course, not be created if a 
bank bought bonds and the seller took 
the proceeds in gold or currency. ‘The 
creation of long-term credit permits 
the construction of factories and capital 
equipment generally without the neces- 
sity for saving. 

It must be understood that the 
continued creation of long-term credit 
is difficult or impossible except in a 
situation in which bank reserves are 
excessive. When bank reserves are 
generally low, bankers tend to liquidate 
investments in order to build up cash 
holdings. In order to understand the 
orgy of capital expansion in the United 
States from 1921 to 1929, it is neces- 
sary to understand how it came about 
that American bank reserves were ex- 
cessive throughout most of this period 
or at least until mid-1928. For some 
years after the World War the United 
States was the principal nation on the 
gold standard, and the result was that 
much of the new gold production gravi- 
tated to the United States. Post-war 
Europe needed American goods, but 
her industry was so disorganized that 
she had little in the way of goods to 
offer in exchange; and even if she had, 
these goods would, after 1922, have 
had difficulty in scaling the Fordney- 
McCumber tariff walls. The result 
was that, at least to some extent, 
post-war Europe was compelled to pay 
in gold. Then the political and social 
conditions existing in several countries 
led to something of a flight of capital 
from these countries, and an undeter- 
mined amount of this timid liquid 
capital came to the United States. 
The great fall in the commodity price 
level following 1920 released a tre- 
mendous amount of bank credit; and 
while this did not increase the absolute 
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quantity of gold in the United States, 
it did reduce the necessity for bank 
reserves and thus permitted these re- 
serves to form the basis for bank 
expansion. 

It is, of course, true that bank re- 
serves of member banks consist not so 
much of gold but rather of cash and 
currency and deposits with the Fed- 
eral Reserve Bank, while gold forms 
the reserve against the deposit and 
note obligations of the Federal Re- 
serve banks. ‘That is to say, a given 
amount of gold in the vaults of the 
Federal Reserve banks may provide 
variable amounts of member-bank re- 
serves. If the Federal Reserve banks 
embark upon an easy-money policy 
by the purchase of bills or govern- 
ment bonds, or by maintaining low 
rediscount rates, the reserve balances 
of the member banks will be increased 
considerably. Federal Reserve policy 
through a great deal of the period was 
such as to expand member-bank re- 
serves by open-market operations or 
by maintaining rediscount rates below 
the open-market rate. Particularly 
was this true through the year 1927 
and during a part of 1928. 

Total monetary gold in the United 
States increased from $3,700 million 
on June 30, 1922, to $4,500 million on 
June 30, 1927, and this increase in gold 
holdings together with the easy-money 
policy of the Federal Reserve banks 
formed the basis for the tremendous 


bank expansion of the period. 


Let us trace the effects of bank 
expansion when it is in the direction 
of long-term credit. In other words, 
what happens when a bank buys bonds 
or loans money on real estate or on 
securities? In the first place, let it 
be admitted that, when a bank invests 
the real deposited savings of the people, 
no inflation results; no more so than 


when the individual invests his own 
savings in securities or real estate. It 
is only when bank commitments to 
long-time assets exceed real savings 
that inflation takes place. Let us 
consider three cases. 

Bank A, a commercial bank, buys 
part of a new issue of bonds of the XYZ 
Utility Company from a bond sales- 
man. A cashier’s check is drawn pay- 
able to the bond house for the cost of 
the bonds. This cashier’s check is 
received by the bond house and de- 
posited in Bank B. Bank B sends the 
cashier’s check through for collection, 
and some of Bank A’s claims on cash 
are transferred to Bank B. Bank A 
is now out of the picture, its “‘cash 
and due from banks” have decreased, 
and its amount of bonds and securities 
has correspondingly increased. Bank 
B has had so far an increase in cash 
or claims on cash and a corresponding 
increase in deposits. Now the bond 
house draws a check to the XYZ 
Utility Company, and the Utility Com- 
pany in turn draws checks to suppliers 
of materials and workmen engaged in 
construction, who deposit the funds or 
make payments to those who do. So 
far as the banking system as a whole is 
concerned, the asset, bonds and securi- 
ties, has increased, and deposit liabili- 
ties have increased by a like amount. 
What is the influence of this transac- 
tion upon the price level? It is clear 
that credit has been created, which 
credit was used by the Utility Company 
in bidding for goods and services; and, 
if no other influence is present, we must 
conclude that the net result is to raise 
the price level. 

It might be argued that this trans- 
action is essentially similar, so far as 
the price level is concerned, to an ortho- 
dox commercial loan. The result of 
the transaction is that goods come int¢ 
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existence, and the knowledge that these 
ls are coming into existence neces- 
influences price policy. 
But this view overlooks the fact that 
blic utility property and capital 
iipment generally are goods which 
constructed, not to sell, but to use. 
Even if it is granted that new con- 
truction will lead to lower charges for 
service, the fact remains that a con- 
rable time, indeed a number of 
rs, must elapse before the aggregate 
rate reductions will equal the pur- 
chasing power released by construction. 
As the value of the plant is realized 
hrough depreciation, there would be a 
ntraction of credit, but this process 
1y require a half century. ‘The con- 
ion that an expansion in long- 
credit is a disrupting influence 
pon the price level, therefore, seems 
und. 
Suppose, as a second case, that Bank 
A buys a listed bond from an investor, 
B. Bank A loses cash or at least loses 
laims on cash to B, from whom the 
nd was purchased, or more accu- 
rately it loses cash to B’s bank. But 
is places purchasing power in the 
hands of B, who will utilize it either in 
consumption goods or in further in- 
vestment. If the funds are utilized 
in consumption, say, a new car or a 
to Europe, the influence on the 
price level is entirely evident. If, on 
other hand, B uses these funds to 
another bond, he may buy a bond 
ready issued or he may buy one of a 
new issue. If he buys a bond already 
existence, some other investor will 
ve his funds freed, and when this 
cess is carried back far enough we 
ill inevitably come to someone who 
ill use the proceeds either in immedi- 
consumption or in the purchase of 
of a new issue of securities. If 
bond which B buys is one of a 





new issue, the situation reverts to 
that of the previous case discussed. 

Case three is probably the most 
vicious case of all: the purchase by 
banks of government loans made to 
cover budgetary deficits, where the 
credit so created goes immediately into 
consumption and where no goods are 
brought into existence as a result of the 
transaction. Here bank assets and 
liabilities are inflated, the resulting 
credit being utilized to bid for goods, 
but the transaction does not result in 
an increased supply of goods. 

The influence of this long-term credit 
creation on the price level is obvious, 
but of equal importance is the effect 
upon banking liquidity. ‘The banking 
system in creating long-term credit 
violates a very simple principle of 
business finance. By this process the 
banking system offsets a long-term 
asset with a short-term obligation. It 
is as though an individual purchased a 
house and paid for it with a demand 
loan when he had no notion as to where 
the funds would come from to liquidate 
the loan. 


How the Banks Became Nonliquid 


How then did it come about that 
the banking system created such an 
enormous volume of investment credit 
and put itself in the most nonliquid 
position in nearly a century? The 
answer is at least reasonably clear. 
This came about through the action of 
individual banks and bankers in follow- 
ing what seemed to them to be con- 
servative banking principles. They 
bought bonds in the belief that they 
were making their position more liquid, 
for they thought that good bonds could 
be sold readily. ‘They failed to distin- 
guish between salability and liquidity. 
Nor are banking experts and professors 
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of economics and finance at all in a 
position to criticize, for in the years 
following the depression of 1921 there 
was plenty of learned advice given by 
such gentlemen to the effect that what 
bankers should do was to build up a 
secondary reserve in the form of bonds 
and securities. There was a failure, on 
the part of all these men, to recognize 
that individual banks could liquidate 
bonds only providing that all other 
banks were not trying to do the same 
thing at the same time. In other 
words, a policy that seems sound and 
conservative when applied to individual 
banks may be a most dangerous prac- 
tice as far as the banking system is 
concerned. 

Total bank credit in the United 
States expanded $18.8 billion from 1921 
to 1931. ‘This purchasing power, made 
available through lending operations 
and deposit of savings, was invested as 
follows: 





Loans on securities.............. $ 3.7 billion 
Loans on real estate............. so = 
Investments in securities 66 ™ 
Other loans and discounts ih ek ia 
Miscellaneous ie 
$18.8 “ 


One reason that the dangerous nature 
of this expansion was not generally 
recognized was that the expansion in 
bank deposits was to a considerable 
extent in savings deposits. Financial 
publications learnedly pointed out that 
along with rising business volume the 
real savings of the people were increas- 
ing, as evidenced by increasing savings 
deposits. ‘The expansion was not dan- 
gerous, they said, because it was 
financed out of the real savings of the 
people. It wasa “‘newera.”’ As early 
as 1928, B. M. Anderson pointed out 
that most of the increase in time depos- 
its was a result of bank expansion 


rather than a result of savings,' but his 
was the voice crying in the wilderness, 

Statistical compilations are unneces- 
sary for anyone who recalls the compo- 
sition of the bank statements of 4 
decade ago, and who observes the com- 
position of current bank statements, 
Ten years ago or more there was 
approximately a I to 1 relationship 
between loans and discounts, on the 
one hand, and deposits, on the other, 
Today the typical bank statement 
shows not more than a 4 to I relation- 
ship between these two items. The 
difference is accounted for by a growth 
in the item, “‘ bonds and securities.” 

But at this point a legitimate ques- 
tion arises: Why was it that the tradi- 
tional and theoretical checks on bank 
expansion did not operate but were 
apparently suspended at least until 
1929? How did it come about that the 
domestic price level did not rise relative 
to foreign prices, and consequently gold 
flow out of the country, thus reducing 
bank reserves? In general, there seem 
to have been two reasons for the sus- 
pension of the usual checks. 

(1) The increase in tariff rates in 
1922 made it more difficult for foreign 
goods to take advantage of relatively 
higher prices in the markets of the 
United States. 

(2) To a considerable extent the rest 
of the world was following the same 
policy, and particularly was this true 
in Continental Europe. Indeed, in 
Germany, industry came gradually un- 
der the control of the banks, and the 
same thing was true of Austria and 
Sweden; and it was the collapse of some 
of the German and Austrian banks, 
beginning with the Austrian Credit 
Anstalt, that precipitated the fresh 
wave of liquidation that began in the 





1“*Bank Expansion Versus Savings,” Chase Eco- 
nomic Bulletin, June 25, 1928. 
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summer of 1931 and resulted in the 
abandonment of the gold standard by 
England and other countries. The 

wth of political liberalism in these 

intries led to demands for govern- 
ment credit for industry and agricul- 
ture, with the result that this long-term 
redit was financed by note issues or by 
bonds of mortgage-banking institu- 
tions, the securities of which were, at 
least to some extent, absorbed by the 


mmercial-banking system. 


L 


Long-term Credit Creation and 
Production Anarchy 

The operation of a banking system in 
which long-term credit may be freely 
created is vicious in at least one other 
direction. The creation of long-term 
credit and the resultant price disorgan- 
ization almost necessarily unbalance 
the judgment of business men and 
particularly of bankers. 

When the lumber market was boom- 
ng between 1922 and 1928, how was the 
lumber manufacturer to know that this 
demand for lumber was largely artificial 
and that it was dependent upon bank 
expansion rather than upon real savings 
out of production? How can even an 
intelligent banker determine whether 
r not a proposed loan involves a trans- 
action that is soundly conceived in the 
face of price and demand chaos? If 
price and demand for lumber were 
reasonably constant, and if these grew 
nly with the long-term growth in tech- 
nology and saving power, the banker 

uld pass upon proposed loans with 

me assurance of being right most of 
the time. Inasmuch as these hypoth- 
eses do not hold as a matter of fact, not 
only is the judgment of the banker 
unbalanced, but likewise the calcula- 
tions of all business men must involve 
the vagaries of a highly erratic price 
level. That is to say, if the price and 


demand for lumber had been known 
to vary only with the productivity of 
industry, and with the development of 
new uses for wood and the substitution 
of other materials for wood, it seems 
entirely unlikely that the Long Bell 
Lumber Company would have made its 
large investment at Longview, Wash- 
ington. The Long Bell Lumber Com- 
pany made the error of supposing that 
the long-term demand for lumber was 
fairly indicated by the business avail- 
able about 1922. Some charge, of 
course, that excessive capital construc- 
tion arises out of the greed for profits, 
and that the only remedy is the 
elimination of the profit motive in 
industry. This seems a rather super- 
ficial view. Granted that industry is 
motivated by the hope for profit, does 
it necessarily follow that industry is 
motivated by the hope of immediate 
profit? Would the Long Bell Lumber 
Company have committed itself to the 
Longview development if it had _ be- 
lieved that the chance for profits for a 
few years were to be followed by 
reorganization within a decade? In- 
dustry is rightly interested in profits, 
but not in profits at the cost of eventual 
bankruptcy. 

It is also rather easy to assume that 
those in charge of the Long Bell Com- 
pany ought to have analyzed the 
lumber market carefully and to have 
arrived at the conclusion that demand 
for lumber was abnormal and caused by 
extraordinary credit factors, and that, 
therefore, expansion was unwise. ‘This 
is expecting a great deal from men 
whose business is lumber manufactur- 
ing, especially when it is considered 
that bankers and most of the learned 
professors of economics both in uni- 
versities and outside did not discover 
the abnormal nature of demand until 
after the deflation was well under way. 
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The important point in placing the 
blame for what now appears to have 
been unwarranted expansion is to dis- 
cover what it was that unbalanced the 
judgment of the Long Bell Company. 
If the analysis of the situation here 
presented is correct, this unsettling and 
unbalancing factor is the intrusion 
of long-term credit into the commer- 
cial-banking situation, which permits 
expansion in plant capacity and pro- 
ducers’ goods generally, without ante- 
cedent saving through abstinence from 
consumption. Remove this unbalanc- 
ing element, and general overexpansion 
will be impossible; not only would the 
judgments of men be far more accu- 
rate, but funds for overexpansion would 
be lacking. Remove the possibility of 
capital expansion through the creation 
of credit, and the result will be that 
development of plant capacity can 
proceed only as rapidly as savings 
accumulate. There may be overex- 
pansion in particular directions, but 
this will be self-correcting when returns 
in this field are reduced; and since over- 
expansion in one direction will mean 
underexpansion in another, and since 
larger returns will accrue to the field in 
which there is underexpansion, it fol- 
lows that expansion and development 
will be balanced. In other words, if 
capital expansion can be only out of 
savings and not out of credit, there will 
be automatic checks which will prevent 
overexpansion in general as well as in 
particular fields. 

Under the existing organization, the 
judgments of business men are just as 
unbalanced in a period of deflation as 
they are in a period of inflation. When 
prices and business activity are falling, 
the judgments of men are likely to be 
unduly pessimistic. Widespread un- 
employment still exists, but no one can 
deny that opportunities exist for ex- 


changes to take place. So long as 
hungry men and women exist in a world 
in which farm products have no market, 
so long as lumber mills are shut down 
and lumber workers are out of employ- 
ment in a world in which many are 
homeless, and so long as there is a 
desire for goods coupled with the capac- 
ity to produce, opportunity exists not 
only for the use but also for the profit- 
able use of bank credit. 


A Possible Remedy 


But at precisely this point, when un- 
paralleled opportunities exist for the 
profitable employment of bank credit, 
the judgments of business men and 
bankers are so warped and unbalanced 
that they are unwilling to assume any 
risk whatsoever; the result being that 
bank credit, which should serve society 
as the medium by which goods and 
services are exchanged for goods and 
services, fails in this essential service. 
Obviously the remedy is to remove that 
influence which warps and unbalances 
the judgments of men. This may be 
done in part by creating a_ banking 
system in which current goods and 
services will pay for goods and services, 
in which capital construction will be 
based upon savings, and in which, 
therefore, both demand and purchasing 
power for goods will be created by the 
production of those goods. Create a 
banking system along this line, and the 
demand for goods will stabilize and 
be dependent only upon improvements 
in technology, changes in hours of 
employment, and so forth. Given an 
economic order in which production 
is geared to consumption requirements, 
and in which capital expansion 1s 
geared to savings, we can be fairly 
sure that the judgments of business 
men will be reasonably balanced since 
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the chief element of uncertainty will 
have been removed. 

The superficial critic at this point will 
desire to point out that bank credit 
would be used even under present con- 
Jitions if there were any hope for 
profit. He will criticize particularly 
the assertion that, in a world in which 
there is a desire for goods coupled with 
the capacity to produce, opportunity 
exists for the profitable use of bank 
redit. He will say that the difficulty 
is a lack of buying power of consumers, 
and that until this is remedied bank 
credit cannot be utilized. How can 
there be an opportunity for the profit- 
able employment of commercial credit 
when proposed customers have no 
purchasing power? 

[t is to be emphasized that this is an 
entirely superficial view. All men who 
have the capacity to produce have 
purchasing power, although that pur- 
chasing power may be lost through the 
imperfect operation of an archaic bank- 
ing system. Let it be admitted, of 
course, that one business man cannot 
profitably employ bank credit in 
putting the unemployed to work sup- 
plying each other’s wants, but business 
men in the aggregate could. If an 
individual business man went to the 
bank and proposed to borrow funds to 
purchase goods to be sold to men now 
unemployed, the banker might legiti- 
mately inquire as to how his proposed 
customers could pay for the goods. 
But if someone else employed bank 
redit in putting his proposed customers 

) work in supplying the wants of his 
employees, the transactions would be 
both feasible and profitable. It is 
another case of the whole being greater 
than the sum of the parts. Funda- 
mentally, unemployment can be solved 
only by putting the unemployed to 
work supplying each other’s require- 


ments through the medium of bank 
credit. 

Finally, if we grant the desirability 
of a banking system which would serve 
to gear production to consumption, 
and capital expansion to savings, can 
such a system be devised? Is it 
possible to reconstruct the present 
banking machinery so that these un- 
balancing and unstabilizing forces shall 
be eliminated and so that the banking 
system shall better serve society as a 
mechanism of exchange? 

It must be admitted that funda- 
mental reorganization and reconstruc- 
tion is called for, and that such 
reconstruction may be painful. Such 
reconstruction and reorganization as 
is necessary may require considerable 
time to work out and may be tempo- 
rarily an unsettling influence on 
the general business situation, but the 
fundamental economic interests of the 
whole people are so dependent upon 
the operation of a sound banking system 
that present disorganization and chaos 
must not continue. 


The Essential Element in Banking 


Reorganization 

It is undoubtedly desirable that 
branch banking with proper restric- 
tions should be permitted and encour- 
aged. But branch banking has 
probably received more than its share 
of publicity in connection with banking 
reorganization. Much of the flexibility 
which is attained in the much-publi- 
cized Canadian banking system through 
branch banking is possible in the United 
States through the Federal Reserve 
System. In short, branch banking, 
while undoubtedly desirable, is far 
from being an essential element in 
banking reconstruction. 

The bringing of all deposit banking 
under the control and regulation of the 
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Federal Government, the regulation of 
bank holding companies, the separation 
of security affiliates from commercial 
banks, and the expedition of bank liqui- 
dation are all highly desirable, but 
none of these represent the essential 
element in the reconstruction of the 
banking system. 

The essential element in banking 
reconstruction is the elimination of the 
power of the banking system to create 
long-term credit. If the unstabilizing 
and unbalancing influence of long-term 
credit can be eliminated, the banking 
system will operate as it ought to 
operate, that is, as a mechanism for the 
exchange of goods and services for 
goods and services. If the construc- 
tion of producers’ goods had been 
geared to real savings rather than to 
bank expansion, the orgy of capital 
expansion from 1924 to 1929 would 
have been impossible. 

The only provision in recently en- 
acted banking legislation which might 
be used to curb this power of the bank- 
ing system to create long-term credit is 
that section which provides that Fed- 
eral Reserve banks may deny their 
credit facilities to those member banks 
which employ an undue proportion of 
their resources in financing speculation 
in securities, commodities or real estate. 
It appears entirely doubtful if the 
purchase of high-grade bonds by mem- 
ber banks will be construed as “‘financ- 
ing speculation,” and yet the purchase 
of even high-grade bonds by com- 
mercial banks serves to create long- 
term credit which may flow into 
speculation or new capital construc- 
tion. It is perfectly clear that recently 
enacted legislation fails to touch 
the most necessary element in the 
construction of a sound banking 
system. 


Conclusion 


The elimination of the power of the 
banking system to create long-term 
credit may be best accomplished by a 
separation of the functions of commer- 
cial banks and savings banks. This 
can be done by requiring that the assets 
and transactions of the savings depart- 
ment be kept entirely distinct from 
those of the commercial department, 
and that there be no borrowing or 
lending between the commercial depart- 
ment and the savings department. 
The commercial department should 
not be authorized to extend credit 
except upon short-time self-liquidating 
loans involving the purchase or manv- 
facture of merchandise or services. 
Specifically, the commercial depart- 
ment should be prohibited from loaning 
funds on securities or real estate, or 
from buying securities. This insures 
that there will be no creation of long- 
term credit and that the banks will 
be able to furnish permanent capital 
for industry only to the extent of the 
deposited savings of their customers. 
In order to minimize the difficulties of 
transition, it would be well to allow 
banks a definite period of years in 
which to adjust their affairs to comply 
with this provision. 

It is submitted that a banking system 
reorganized along the lines indicated 
above would operate to stabilize in- 
dustrial operations, to bring production 
and consumption into harmony, and 
to limit capital investment to savings. 
The chief problem of industry, that of 
increasing the number of exchanges, 
can best be solved by freeing the bank- 
ing system of the unstabilizing and 
unbalancing influence of investment 
credit, and permitting it to serve the 
people as an efficient and effective 
medium for the exchange of goods and 
services. 
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THE DEVELOPMENT AND FUTURE TRENDS 
IN STATE SECURITY REGULATION 


By JOHN E. DALTON 


NE of the outstanding results of 
} the present business depression 


has been the severe loss of capital 
suffered by the great mass of middle- 
class investors. Constant decrease in 
agricultural land values, frozen de- 
posits because of bank failures, the 
collapse in urban real estate and the 
melting away of stock and bond quota- 
tions have been both results and a 
contributing cause of the economic 
upheaval experienced in the last three 
years. The major force working to 
bring about these financial losses has 
been the cold external fact of universal 
economic maladjustment, but, in addi- 
tion to this, it must be admitted that 
these losses arise in large part from a 
wholesale disregard of the ordinary 
standards of financial honesty. The 
millions lost in the collapse of the 
Foshay, Insull, Kreuger and other 
pyramids cannot be written off as nor- 
mal business losses from the inevitable 
risks of business enterprises. 

The average investor views these 
cases of irresponsible handling of his 
money as avoidable and demands that 
social action be taken to minimize their 
reoccurrence in the future. The Fed- 
eral Securities Act of 1933, H. R. 5480, 
represents an enactment of such de- 
mands, “to provide full and fair dis- 
closure of the character of securities 
sold in interstate and foreign commerce 
and through the mails, and to prevent 
frauds inthe sale thereof. ... ” The 
authors of this Act do not anticipate 
that it will supersede the various Blue 
Sky measures now found throughout 





the Union in that they provide, in 
Section 18, that ‘‘nothing in this title 
shall affect the jurisdiction of the 
securities commission (or any agency 
or office performing like functions) of 
any State or Territory of the United 
States, or the District of Columbia, 
over any security or any person.””! 

In other words, the Federal Securities 
Act will set, by law and administration, 
a standard of financial practice for the 
interstate trade in securities. Such a 
standard may or may not be acceptable 
to the various states just as the stand- 
ard of the Federal control of liquor has 
not been acceptable to all of them. In 
the future, then, the states will continue 
to control the issuance of securities sold 
intrastate, and will control concur- 
rently with the Federal Government 
the securities purchased from outside 
its borders. This paper proposes to 
examine this state control, its origin, 
growth and possible future develop- 
ment. It is not written to appraise 
past results; we are so close to the 
tremendous dislocation which has oc- 
curred in our financial world that any 
perspective can give only a blurred and 
confused picture. 


State Control—Growth After 1920 


In the decade of 1920-1930 there was 
a rapid extension of security laws 
throughout the nation until every state 
except Nevada had accepted some type 
of this legislative control over the 


1 Preamble. 














financial activities of its citizens. De- 
scription of this period is made difficult 
by the fact that there were rapid 
changes in legislation through the con- 
stant redrafting and amending of exist- 
ing laws. In addition to the numerous 
changes in the form of legislation, there 
has been a decided lack of constancy 
in the standards of financial practice 
drawn up by the various state com- 
missions, under which these laws are 
administered. This absence of a rea- 
sonably constant declaration of fi- 
nancial standards and administrative 
procedure is due to three facts: first, 
the laws give wide discretionary powers 
of a quasi-judicial character to adminis- 
trators and, in consequence, the kind 
of interpretation given will depend upon 
the conviction and prejudice of indi- 
vidual men; second, there has been a 
very rapid turnover of these adminis- 
trators in that their tenure of office is 
dependent primarily upon political ap- 
pointment; and third, and of greatest 
importance, there was a rapid growth 
of the American capital market during 
this period which brought before the 
administrators financial situations and 
problems which were without prece- 
dent. It is necessary, therefore, to 
outline the major characteristics of the 
shifts and changes which took place in 
the investment environment before de- 
scribing the action taken by the var- 
ious states to regulate the security 
markets. 


2 Although 36 states had adopted the principle of 
security regulation before 1920, nevertheless there 
were three factors which slowed down the full develop- 
ment of its intensive practice. They were: (1) these 
states were largely agrarian and in consequence sup- 
ported an unimportant capital market; (2) the war 
period called out a large demand for Federal as con- 
trasted with private capital; and (3) the state and 
Federal constitutionality of these measures was 
repeatedly challenged, which placed both the state 
legislators and administrators upon the defensive. 
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Changes in the Financial Background— 
Types of Securities 

The number of persons in the United 
States in a position to buy a stock or 
bond increased enormously during the 
period 1920-1930. This was due di- 
rectly to the fact that large personal 
incomes from a sustained national pros- 
perity made it possible for persons to 
move from the “‘savings deposit, insur- 
ance policy group” to that of direct 
investment, through the purchase of 
stocks and bonds through investment 
bankers. Secondly, this ability to make 
direct investment in securities grew 
into a financial habit largely as a result 
of the widespread advertising of the 
Liberty Bonds, which for the first time 
taught the public the elementary ter- 
minology of personal investment. In 
addition to this, thirdly, the investment 
banking and brokerage fraternity, the 
last of the important branches of our 
economic life to use modern adver- 
tising on a large scale, extended the 
number of direct investors through 
increasing the public’s knowledge of the 
modern financial system. And, finally, 
the complex of events surrounding the 
large profits and social savings, which 
brought in turn a firm stock and bond 
market and extensive public refinancing 
of closely-held corporations, contrib- 
uted to an increase in the number and 
character of the purchasers of securities. 
Even before the final hectic years of our 
10-year stock-market boom, the pro- 
portion of our population electing to 
evaluate and purchase securities rather 
than deposit their funds in fiduciary 
institutions was the greatest in our 
history and, in terms of other modern 
nations, France or England, for exam- 
ple, such wide-scale direct investment 
was unparalleled in extent. 

With the growth of the investing 
public and the shift in their financial 
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habits appeared a change in the type 
of securities offered for public con- 
sumption. In the first place, there was 
a development of new contractual 
agreements or bargains between the 
public and the issuing corporation. 
Originally those agreements took the 
shape of the traditional equity and 
debt and, after 1920, these were joined 
by the preference share. From then 
on, however, there was added a myriad 
of variations from the original types, 
».g., classes of equities, debenture bonds, 
stocks with ‘“‘rights,” bonds with 
“rights,” etc., until it became the rule 
rather than the exception to raise 
capital through the media of shares or 
debt. 

In addition to these innovations of 
form, and probably of greater import, 
was the fact that the new investing 
public supplied funds to types of eco- 
nomic activity which had previously 
not appeared in the public capital 
markets. In the early years of the 
decade the operating public-utility 
companies sold millions of dollars of 
bonds, followed by the issuance of 
stock, common and preferred, to the 
new army of investors. From this sale 
of securities against the earning power 
of operating companies came nation- 
wide distribution of securities from 
giant holding companies owning widely- 
scattered and heterogeneous enterprises, 
some of these enterprises being in no 
sense public utilities but finance or 
servicing companies. As the decade 
approached its zenith, 1929, there was a 
constant deterioration in quality of the 
financial paper sold under the phrase 
“public utility” and at the same time 
an enormous increase in its volume. 

The second great class of borrowers 
of capital funds arose from the con- 
struction industry. ‘The typical secu- 
rity issued, the real-estate construction 





bond, was practically unknown before 
the World War. In those years the 
underlying funds for construction were 
raised from banks and insurance com- 
panies, the equity money being supplied 
by local capitalists. It was the com- 
mon practice, moreover, that land, not 
a building project, be offered as security 
for the underlying funds. This, how- 
ever, was changed with the develop- 
ment of the “construction bond,” by 
which the senior funds were raised 
upon the “value” of the projected 
building, these funds being released 
from the trustee at the completion of 
certain stages of the total construction. 
This financial instrument was used to 
drain over $10 billion from the public 
to finance our unprecedented building 
boom. This represented a shift in 
financial habits in that the public, 
through the ability to buy real-estate 
bonds in small lots, cross-cut the tri- 
angular arrangements, “‘saver, construc- 
tion-borrower, fiduciary institution,”’ 
which had developed slowly over the 
nineteenth century, and in doing this 
the public substituted its “‘judgment”’ 
in place of institutional judgment in a 
financial field replete with risks. 

The last innovation which was forth- 
coming in our financial world during the 
new era was the wide variety of securi- 
ties, loosely referred to as investment 
trust shares. Unlike the public-utility, 
foreign or real-estate security, these 
shares had typically a unit sale price of 
$25 to $50 (or less), and as a conse- 
quence their issuers tapped a wider 
market for their funds. These invest- 
ment companies had by 1930 collected 
assets of over $4.5 billion, equaling 
about 32% of the reserves of life insur- 
ance companies, 16% of total savings 
deposits, and 50% of assets of building 
and loan associations, and yet this 
new investment agency stood, in the 
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main, outside the boundaries of social 
control. 


Changes in the Financial Background— 
Types of Distribution Agencies 


Concurrently, with the (a) increase 
in the number and change in the type 
of the investor, and (b) the appearance 
of the new kinds of borrowers in the 
capital market, there developed, both 
as a cause and an effect, rapid shifts in 
the modern banking system to provide 
for the collection of long-term funds 
from the general public. This system, 
which before the War had been domi- 
nated by a few houses of issue on the 
Atlantic seaboard, with a scattering of 
local distributing houses, had grown 
into a complex of enormous size and in- 
tricacy. ‘The number of branch houses 
of the members of the Investment 
Bankers Association of America, the 
main body of this structure, had grown 
from 215 in 1920 to 1,231 in 1930.8 
This was illustrative of the fundamental 
fact that after the War interior rural 
America passed from a debtor to a 
creditor position and had an “‘export- 
able” capital supply. And the securi- 
ties absorbed by it were interstate, not 
intrastate, and as a consequence there 
developed a nation-wide distribution of 
securities on a scale unknown in the 
previous decade. Just as the Federal 
Reserve Act had built the framework 
of a structure which made for the 
maximum mobility of short-term funds, 
so the investment-banking fraternity 
threw out a structure of branch offices 
from the metropolitan center of the 
East to make the long-term capital 
market fluid and mobile. The circu- 
lation of this capital through this intri- 
cate national organism was sustained 
by the New York Stock Exchange, 





3 Proceedings of the Investment Bankers Association 
of America, 1930, p. 64. 











which stood ready at all times to give 
marketability to an ever-increasing vol- 
ume of shares. This marketability was 
one of the essentials of the new method 
of finance developed in the 1920’s, in 
that the wide-scale use of direct invest- 
ment in stocks and bonds called for 
methods of liquidation of personal 
commitments. Under the older scheme 
of things, 1.¢., the employment of 
fiduciary institutions of deposit, the 
constant stream of those deposits pro- 
vided the funds to meet ordinary 
withdrawals, and in consequence the 
institutions stressed intrinsic value over 
a period of time rather than instant 
exchange price. The increase in the 
number and size of investment-banking 
houses, in response to this constant 
stream of issues of new securities in 
new companies, some established and 
some untried, went hand in hand with 
the growth of our stock exchanges with 
their intricate physical equipment for 
the maintenance of liquidity of long- 
term capital. 


Types of Blue Sky Control 


It is hazardous, then, to outline the 
types of security control adopted by the 
various states because, as pointed out 
above, Blue Sky law must be adminis- 
tered by administrative officers or com- 
missioners of the state. These men 
must decide what is meant by legisla- 
tion which declares that no security sale 
should take place unless it is “fair, just 
and equitable.” What is ‘“‘fair and 
just”? will depend upon the social and 
investment theories held by individual 
commissioners. Furthermore, it will 
depend upon the type of investment 
environment in which security trans- 
actions occur. This environment has 
changed with an unprecedented rapidity 
in the last 1o years. As a consequence 
it is imperative to study administrative 
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(1928) 
nO Permits for 
Year! Soanhaiend Dealers or Sale of Se- 
State Type of Law . foe Brokers curities or 
Expense | in Admin- ; ‘ ‘ 
, ; Licensed New Dealers 
istration : 
Licenses 
New York...........| Fraud Act $200,000 35 Not required | Not required 
eer Limited Permit Act without |.......... I Not required 115 
dealer control 
Pennsylvania......... Control of Dealers without per- | $100,000 24 761 209 
mit requirements 
Massachusetts........ Control of Dealers with regis- | $ 27,000 10 850 185 
tration by notification 
Hiinoias ; axa een ec Control of Dealers with regis- | $ 36,000 12 850 410 Class C 
tration by notification or 201 Class D 
qualification 
Caltiovitie.ic.csaxcwas Control of Dealers with full} $325,000 152 611 5,511 
control of all nonexempt se- 
curities 














procedure as well as the framework of 
the laws before an adequate description 
may be written. ‘The following tenta- 
tive classification not only brings out 
the differences between states in the 
form of the law, but also throws 
some light upon the character of the 
administration.‘ 

Fraud Acts —New York and three 
other eastern states, New Jersey, Mary- 
land and Delaware, have elected to 
protect their investors through enacting 
legislation making it easier for the 
Attorney General to (a) detect financial 
fraud through his plenary investigatory 
powers, (b) to estop fraudulent action 
through temporary or permanent in- 
junction, and (c) to punish, criminally, 
persons for the perpetration of fraud. 
All of these steps or any one of them 
are to be taken at the instigation of the 


‘This information, when not available in official 
reports, has been given in letters to the author. 


Attorney General, either from his own 
investigations or from complaints of 
investors. As explained by Ex-Attor- 
ney General Albert Ottinger of New 
York: 

It (the Martin Act) does not create the 
licensing system because we believe in this 
state that the volume of business is so vast 
that it would be absolutely impossible to 
pass upon the merits of particular securi- 
ties, and that being so, it would be most 
unfortunate for investors to be seized by 
the notion that there was a state guarantee 
or a state sanction or a state approval of 
the particular security which is being sold 
to the people. 


According to this explanation, the 
magnitude of the task of examining into 
whether the issue was ‘“‘fair, just or 
equitable” is too great and of necessity 
delimits the state’s action. ‘This con- 





5 Address before National Association of Security 
Commissioners, New York City, Ninth Annual Con- 
vention, 1926. 
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viction was not entertained by the 
earlier proponents of the fraud type of 
Blue Sky laws. They argued that the 
state’s power should be limited entirely 
to the detection and punishment of 
fraud, in that that was the “proper” 
function of the state; and that any 
extension of power beyond this was 
undue “interference”’ with normal busi- 
ness processes. Waiving, for the mo- 
ment, the reasons why the State of 
New York wrote a fraud act instead of 
the more stringent permit acts, it is 
imperative to note the difficulties in- 
herent in administrating the fraud act 
as Simon-pure punitive legislation. 
The essence of the difficulty is, of 
course, due to the fact that the Attor- 
ney General is directed to investigate 
those cases of actual or potential fraud 
when he believes such investigation 
“to be in the public interest.” But in 
defining fraud (in part) as the “‘employ- 
ment of any device, scheme or artifice 
to defraud or for obtaining money or 
property by means of any false pre- 
tense, representation, or promise,’’® the 
state piles upon the Attorney General 
an enormous load of discretion and 
judgment. In fact, using these dis- 
cretionary powers, the Attorney Gen- 
eral has drawn up rules of practice in 
certain fields of finance which he has 
believed to be “‘in the public interest.” 
In 1926, such rules were drawn up for 
covering real-estate mortgage bonds, 
and again in 1927 a 136-page report 
on investment trusts, ‘‘A Survey of the 
Activities and Forms of Investment 
Trusts with Recommendations for Sta- 
tutory Regulation,” was sent from his 
office. It was not necessary that finan- 
cial practices follow the lines of action 
outlined by the Attorney General, for 
his office had no power to define what 
was fair and equitable but merely to 





* 352 General Business Laws, Article 23A. 


investigate individual situations and 
to carry to the courts those cases 
patently against “‘the public interest.’” 

The experience of the Martin Act has 
shown, first, that the enforcing officer 
of a typical fraud act cannot escape 
the question which faces all security 
commissioners; to wit, how far should 
the state go in directing the bargain 
between the investor and the corpora- 
tion, dealer, broker, and/or investment 
banker, to make that bargain “fair, 
just and equitable”? Second, there 
has been an absence of a consistent 
policy followed from one administra- 
tion to another, due to the fact that the 
opportunity for the exercise of such 
wide discretionary powers has enabled 
different types of administrators to 
react in varying ways. An Attorney 
General in office from 1925 to 1930 with 
a desire to read his powers broadly, and 
having adequate appropriation from a 
friendly state administration, could 
have taken steps for reform in finance 
comparable to those in the more strict 
permit states. As it occurred, the 
funds appropriated for administration 
were limited to about $200,000 a year, 
and most of the efforts of the Depart- 
ment were spent upon the vigilant 
prosecution of obvious cases of financial 
robbery, ¢.g., bucket shops. In its 
reports of real-estate bonds, however, 
the Attorney General’s office flirted 
with the wider idea that it was its duty 
to go beyond the combating of patently 
fraudulent financial practices to that of 
acting as an agent of protection for the 
mass of investors. The decision as to 


7In 1926 the Attorney General’s statement on real 
estate bonds condemned certain practices. It was 
not until 1932, however, that positive injunctive 
action was taken against the leading banking interests. 
Note that the type of issues investigated were new, 
both as to type of borrower and the character of the 
security, in the annals of American financial practices. 
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which course should be followed, how- 
ever, has not yet been made. 

Limited Permit Act without Control 
f Dealers. —The State of Texas is the 
utstanding supporter of the theory 
that adequate protection of the investor 
can be given without state surveillance 
of dealers in securities, either through 
a registration or licensing system. It 
restricts itself to demanding that all 
nonexempt companies must obtain a 
permit from the Secretary of State to 
sell its “‘stock”’ in the State of Texas. 
This means, according to a ruling of the 
Secretary of State® that the resale of 
the stock of foreign corporations bought 
outside the State of Texas does not 
come under the provisions of the law. 
This provision, of course, in conjunc- 
tion with the absence of control over 
dealers, is tantamount to the exemption 
of the large portion of securities enter- 
ing interstate commerce under the 
modern complex mechanism for the 
gathering of capital funds. Judging 
by the scope of the law, its administra- 
tive expense and personnel, and the 
number of issues handled, the State of 
Texas (Schedule A) has decided that it 
should exercise its police power in the 
protection of the investing public with 
great caution and restraint. 

Control of Dealers without Permit 
Requirements.—Three eastern states, 
Pennsylvania, Maine and New Hamp- 
shire, and the State of Colorado, have 
elected to exercise their police powers 
primarily through the control of dealers 
and not through the granting of permits 
for sale to individual issuers. These 
dealers are typically of two kinds; first, 
those dealing in a general list of securi- 
ties and, second, those corporations that 
sell their own securities to the public 


* Contained in a letter from the Blue Sky Com- 
mission, dated March 4, 1928; see Commerce Clearing 
House, Stock and Bond Service, Vol. I, p. 4152. 


directly. This last class includes about 
40% of the total of 679 dealers (1932) 
in Pennsylvania. In practice these 
dealers must indicate, through the 
presentation of evidence to the state 
commission, that the securities which 
they desire to sell are “‘not unjust, 
unfair or unequitable,” and the exami- 
nation which follows appears to be as 
strict as those followed by the “permit 
act states.”” In this sense dealer-license 
acts are specific approval acts, with the 
information supplied by the dealer 
rather than the issuing corporation. 
However, the professional dealer of a 
full line of nationally syndicated securi- 
ties is allowed to sell new issues as they 
come out, with the proviso that adver- 
tising material, as well as other sales 
information, is submitted to the com- 
missioner. If the commissioner decides 
that the sale of the security would be 
in violation of the act, he may, after a 
hearing, revoke the license of the dealer. 
It is important to notice, in the light of 
the discussion of the other major classes 
of laws that are to follow, that the 
commission cannot by law condition 
the sale of securities by setting up 
standards of financial practices, such as 
limiting the amounts of promotion 
stock to a degree which, in the com- 
mission’s opinion, would safeguard the 
interests of the investor. 

Of this type of law, as exemplified by 
Pennsylvania, it may be stated that, 
judged in terms of (a) the scope of the 
original regulation, (b) the scope of the 
practices of day-by-day administration 
of the Act, or (c) the expense of ad- 
ministration, the dealer-licensing laws 
manifest a disposition to place major 
responsibility upon the investor to see 
that the “‘financial bargain”’ is to his 
interests. 

Control of Dealers with Registration 
by Notification —The State of Massa- 
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chusetts, as well as Pennsylvania, places 
primary stress upon the regulation of 
the dealer and not upon the security. 
It does demand, however, that, before 
a dealer sell any nonexempt security, 
this dealer file a “notice of intention 
to sell’; and that, before seven days 
have passed, a further and more com- 
plete file be made of relevant informa- 
tion outlined by statute, including “the 
purpose to which the proceeds of the 
security proposed to be sold are to be 
applied.” If the commission rules that 
this information is inadequate, it may 
instigate a full investigation, using 
“‘accountants, engineers and other ex- 
perts”’ at the expense of the applicant. 
In case the commissioner is satisfied, he 
does not issue a permit for sale, but 
merely retains the information as being 
indicative that the requirements of the 
law have been met. Otherwise, he may 
forbid the sale. By law or adminis- 
trative practice the commission does 
not issue permits, and as a result it 
cannot affect the investor-issuer bargain 
by the interjection of conditions preced- 
ent to sale. 

On this point the state follows the 
practice of Pennsylvania. From the 
evidence of the expense of administra- 
tion, the number of the administrative 
personnel and the volume of transac- 
tions handled, Massachusetts, relative 
to other states of comparable size, 
appears to exert a limited power over 
the operations of the long-term capital 
markets. 

Control of Dealers with Registration 
by Notification of Qualification.—Nine- 
teen states’ out of forty-seven have 
passed Blue Sky legislation having the 
following basic ideas: first, that full 





® Alabama, Florida, Georgia, Illinois, Indiana, 
Iowa, Kansas, Kentucky, Minnesota, Missouri, North 
Carolina, Ohio, Oklahoma, South Dakota, Utah, Ver- 
mont, Virginia, West Virginia, Wisconsin. 


control of dealers be operative through 
a system of licensing; second, that all 
nonexempt securities be registered for 
sale; and third, that this registration 
be obtained through (a) notification of 
the administrative commissioner, or (b) 
qualification of the security before that 
commissioner. Illinois is the largest 
state which has adopted this plan. The 
basic idea behind this law is the same 
as that underlying the “Uniform Sale 
of Securities Act,’ which is to provide 
“‘the marketing of securities of unques- 
tionable merit without burdensome 
formalities while at the same time pro- 
tecting the public against fraud.”” 
This is done by the segregation of 
securities into classes; in the case of 
Illinois, so-called Class C securities are 
registered by notifying the administra- 
tive commission, whereas Class D se- 
curities must be registered by formal 
application and qualification. The 
Class C securities are those which are 
of going concerns (two years) and which 
have the proven ability to earn the 
interest charges by one and one-half 
times upon the proposed issue of bonds 
as well as other bonds outstanding; 
the same conditions apply to proposed 
issues of preferred stock, and for com- 
mon stock a net profit of 3% must be 
shown. The Class D or speculative 
issues are all other nonexempt securities. 

A formal permit does not have to be 
obtained for Class C or Class D securi- 
ties, but in fact a denial of registration 
is tantamount to a denial of a permit. 
The sale of Class D securities may be 





10 This Act was drafted by the National Conference 
of Commissioners on Uniform State Laws and was 
adopted by the National Association of Blue Sky 
Commissioners at the Memphis Conference in 1929. 
It was adopted with slight modifications by Florida, 
Chap. 14899, Laws 1931; and Oklahoma, Chap. 24, 
Article 11, Laws 193. 

11 From statement of drafting committee—quoted 
from Commerce Clearing House, Stock and Bond 
Service, Vol. I, p. 76. 
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allowed if certain conditions as set 
down by the Secretary of State are met. 
He may “‘limit the charges and com- 
missions of dealers, brokers, solicitors, 
and agents . . . and prescribe the time 
and manner of payments thereof.” He 
is directed by law to escrow all stock 
issued for intangible property and to 
hold it apart until the stock is earning 
dividends at the rate of 3% for two 
years. He may, furthermore, demand 
that the proceeds of the sale of securi- 
ties reach a set amount before those 
funds are permitted to be expended for 
business purposes, and he may require 
that a bond be issued to the people of 
Illinois to be released upon completion 
of this requirement; and, finally, he may 
require supplementary statements of 
the condition of the company or its 
properties. 

In addition to the above-mentioned 
powers of the Secretary of State over the 
issuance of speculative securities, there 
has been special legislation passed regu- 
lating the sale of real-estate construc- 
tion bonds, investment-trust shares, 
and securities sold under installment 
contracts, three of the new types of 
issues which appeared in the new era 
and were the subject of legislation in 
Illinois two years after the crash. And 
in addition to these powers, definitive 
and discretionary, the Secretary of State 
can employ the injunction, through the 
Attorney General, to stop the sales of 
any corporation or dealer acting in 
“violation of any of the provisions of 
the act.” Rigorous examination of 
Class D securities, sales conditional 
upon the acceptance of certain stand- 
ards, and full control of dealers and 
injunctive relief, are characteristics 
marking I]linois as one of the aggres- 
sive states in the wielding of its 
police powers in the field of security 
issues. 





Control of Dealers with Full Control 
of All Nonexempt Securities.—The last 
class of states, headed by California,'? 
are those calling for full control of 
dealers and a complete regulation of 
the issuance of all nonexempt securities 
through a permit system operated by an 
administrative commissioner. ‘There is 
no classification of securities as is found 
in Illinois; all must qualify through the 
same administrative procedure. Other 
characteristics are: (1) narrow exemp- 
tion of securities, either because of 
their character or of the type of sale, 
(2) extensive power of initial examina- 
tion, (3) wide powers of suspension and 
revocation of permits, (4) a large exer- 
cise of discretionary power in granting 
permits for the sale of securities, and 
(5) the wide use of agreements between 
the issuing company and the com- 
mission defining the terms under which 
the issue may be sold. 

Because the exemptions are narrow 
and there is an absence of classification 
of securities, the states subscribing to 
this theory find themselves involved in 
a heavy load of administration. Cali- 
fornia, for example, was forced to handle 
the administration of 5,511 applications 
in the year 1928, whereas Illinois had 
613 and Texas the small number of 115. 
It is not primarily the number of 
applications, but the extent of the regu- 
lation exerted over these applicants that 
lies behind the relatively heavy expense 
and larger personnel of the California 
body, which is at least three times that 
of the larger State of Pennsylvania. 
As the act is administered under the 
law and the rules of practice drawn up 
by the commissioner, the state acts as 
a third party, an arbitrator who modi- 





12 Includes also the following 12 states: Arizona, 
Arkansas, Idaho, Louisiana, Michigan, Mississippi, 
Montana, New Mexico, Oregon, South Carolina, 
Tennessee, Washington. 
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fies the bargain made between the 
investor and the promoter-corporation- 
dealer. The state through the commis- 
sioner has elected to limit commissions 
and salaries of promoters, to give 
preferences to the holders of stock paid 
for in cash rather than to those who 
paid in services or intangible assets, 
to state the amount of working capital 
necessary before ordinary business oper- 
ations are allowed to be undertaken, to 
force the corporation to submit an 
independently audited statement of 
conditions including an accounting of 
the receipts and disposition of funds, to 
limit the price to be paid for important 
assets, to set the price for the sale of 
new stock for cash or for property, and 
to draw up minimum conditions of 
mergers and reorganizations.'* In gen- 
eral, the regulation of the department 
of these untried corporations has cen- 
tered about effecting an equitable distri- 
bution of rewards and control between 
the promoter-banker and the cash- 
paying security holders and not in the 
outright prohibition of the sale of their 
securities. 

But it should be noted that this type 
of regulation by the state can be prac- 
tically exercised over the local corpora- 
tion, local because its place of business 
is in California or because it elects to 
sell its stocks directly to the public. 
The California commission finds it 
impossible in many cases to regulate 
the original sale between a corporation 
and its bankers, ¢.g., a sale of a block of 
preferred stock by a Delaware corpo- 
ration with properties in New Jersey 
to a banking syndicate in New York. 
There could not be an initial evaluation 
of the corporation’s assets to define 





13 See author’s outline of this administrative pro- 
cedure in “The California Corporate Securities Act,” 
18 California Law Review 3, March, 1930, p. 255; 4, 
May, 1930, p. 373. 


























**watered stock” and there could not be 
a limitation upon the original sale of 
stock or the terms upon which this 
stock was sold. The corporation has 
already been floated, and its securities 
have been sold into the avenues of 
interstate trade. Entering California 
in the ordinary channels of security 
distribution, they come to the attention 
of the commission in that every dealer 
must file with the commission all adver- 
tising material employed for every 
issue. It can demand a hearing upon 
the interstate security and examine the 
evidence fully as to whether its sale 
would be “fair, just and equitable.” 
The patent impossibility of such an 
examination into the widespread prop- 
erties of a Foshay, Insull, Aviation 
Corporation of America, or Electric 
Bond and Share set-up is obvious. 
As a consequence the Department has 
the alternative of prohibiting the sale in 
California and asking for the same type 
of complete information which it obtains 
from domestic corporations, or allowing 
the sale, and, in doing this, making 
it easier for foreign corporations to sell 
their securities than local concerns. 

This fundamental difficulty facing 
all states having permit types of Blue 
Sky laws will not be completely solved 
by the enactment of the Federal Securi- 
ties Act. That Act provides primarily 
for full and complete publicity of 
essential financial information but does 
not attempt to regulate the financial 
bargain as between issuer and _ pur- 
chaser. At least 20 states, illustrated 
primarily by California, have declared 
that the mere disclosure of facts is 
not sufficient, but that there must be 
state regulation of the terms of the 
financial agreements. However, there 
are provisions in the Securities Act 
which may be administered in such a 
manner as to satisfy the most extreme 
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demands of state officials. For exam- 
ple, Section 7 declares that “the 
registration statement (the basic fea- 
ture of the Act) shall contain such other 
‘nformation . . . as the (Federal Trade) 
Commission may by rules and regu- 
lations require as being necessary and 
appropriate in or for the protection of 
the public interest.” Secondly, (Sec- 
tion 8d) the Commission may, with 
certain limitations, “‘issue a stop order 
suspending the effectiveness of the 
registration statement.” And, finally, 
the Commission is empowered (Section 
20) to seek an injunction against any 
person who “is engaged or about to 
engage in any act or practices which 
constitute or will constitute a violation 
of the provisions of this title.” And 
note that one of the provisions of the 
\ct is that it is unlawful for any person 
through interstate commerce “‘to en- 
gage in any transaction, practice, or 
course of business which operates or 
would operate as a fraud or deceit upon 
the purchaser.” This is the essence 
of the New York Martin Fraud Act. 

It appears, then, that the Federal 
Trade Commission has the powers, if 
it elects to use them, to define and set 
up standards of financial practice which 
would meet the requirements of the 
most exacting states. If the Commis- 
sion follows this course of action and 
continues to follow it through successive 
administrations (it is to be noted that 
the prosecution of violations is in the 
hands of the Attorney General, an 
appointive office), then the states hav- 
ing Permit Acts may throw the regula- 
tion of interstate securities into the lap 
of the Federal Government. 


Restatement with Conclusions as to 
Possible Trends 


_ (1) The paramount fact about Blue 
Sky legislation is that, after 20 years of 
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experience, there is a decided absence 
of uniformity among the states as to 
either (a) the objectives of public 
protection of investors or (b) the 
methods which should be employed to 
reach these objectives. 

(2) There is one trend observable, 
however, and it is that these 20 years 
have seen a continuous extension of the 
idea over the majority of states in 
the Union that the states should pro- 
tect their citizens in their financial 
commitments. 

(3) In addition to this, moreover, 
the states mentioned in this article 
have tended to make their Blue Sky 
laws more strict in their regulation of 
financial practices. 

(4) The tendency to make the state 
regulation more rigorous in adminis- 
tration is to continue in the future. 
The enormous losses due to financial 
trickery during the last great wave of 
speculation have, in the eyes of the 
proponents of Blue Sky laws, not 
lessened but increased the desirability 
of this expression of social control. 

(5) In the redrafting of this legisla- 
tion and in its subsequent adminis- 
tration, the states must face the fact 
that, contrary to the pre-war situation, 
from which the original Blue Sky laws 
grew, the great bulk of our securities 
purchased is issued and resold in a 
national market, and that as a conse- 
quence any effective social control must 
be based upon that condition. 

(6) The enactment of the Federal 
Securities Act is a recognition of the 
fact that state legislation has been 
powerless to control the interstate 
traffic in new issues. 

(7) However, this Federal legisla- 
tion does not nullify state action but 
is supplementary to it. 

(8) Furthermore, this Federal legis- 
lation may or may not reduce state 
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control over interstate security trans- 
actions. In those states, such as New 
York, which have subscribed to the 
philosophy of social action for the pre- 
vention of fraud, the Federal legislation 
will raise the standards of financial 
dealings in that it prescribes full pub- 
licity plus the prevention of fraud. In 
those states, such as California, how- 
ever, which have adopted legislation 
giving an administrative official the 
power to control the agreements be- 
tween promoter and the public, the 
provisions of the Federal Securities Act 
may not be adequate. ‘To what extent 
these states will delegate control of 








interstate securities to the Federa| 
Government will depend upon the char- 
acter of the administration of the 
Federal Securities Act. The central! 
Government has the power to extend its 
control to satisfy the most exacting 
state requirement. The history of 20 
years of Blue Sky experience indicates, 
however, that it is the administration 
of legislation and not the legislation 
itself that defines the character of con- 
trol. In consequence, any conclusions 
as to the effects of the Federal Securities 
Act upon state security control must be 
ritten in the future. 
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THREE EXPERIMENTS WITH SMALL-LOAN 
INTEREST RATES 
By ROLF NUGENT 


loan problem for seven years, the 

Russell Sage Foundation drafted 
a model act to regulate the lending of 
sums of $300 or less. This draft is 
generally known as the Uniform Small 
Loan Law, and statutes modeled after 
it, or closely resembling it, are now in 
effect in 26 states. 


[ 1916, after studying the small- 


Small Loans Prior to 1916 


The evils which led to the formula- 
tion of the Uniform Small Loan Law 
were widespread. As early as 1875, 
the making of small loans to working 
people had become a separate and 
distinct business in several middle- 
western cities. The demand for loans 
was large; and because the business 
vas illegal and unmoral from the stand- 
point of the common view of fair 
interest rates, the supply was small. 
The lender could fix his charges to 
yield a fair return or else he could 
charge all that the traffic would bear, 
depending on the state of his con- 
science. ‘The lowest interest rate seems 

have been about 6% a month; the 
most common rates ranged from 10% 

30% a month, and many charges 
By 

' Arizona, California, Connecticut, Florida, Georgia, 
Illinois, Indiana, lowa, Louisiana, Maine, Maryland, 
Massachusetts, Michigan, Missouri, New Hampshire, 
New Jersey, New York, Ohio, Oregon, Pennsylvania, 

de Island, Tennessee, Utah, Virginia, West Vir- 
nia and Wisconsin. 

* For a description of small-loan conditions in 1907 
and 1908, see Wassam, Clarence W., The Salary Loan 
usiness in New York City. New York: Charities 
Publication Committee, 1908; and Ham, Arthur H., 
The Chattel Loan Business. New York: Charities 
Publication Committee, 1909. 


exceeded 100% a month.? 


even 


1910, the loan shark had spread to 
every sizable industrial community in 
the country. 

Frequent attempts were made to 
remedy small-loan conditions. News- 
papers of the day carried many reports 
of campaigns by state officials, social 
agencies, employers and associations of 
business men to drive out the loan 
shark. Innumerable proposals to pro- 
vide severe penalties for charging more 
than the general contract interest rate 
were introduced in state legislatures. 

Neither campaigns against the loan 
shark nor criminal penalties succeeded 
in preventing the lending of small sums 
or in improving the conditions under 
which loans were made. They tended, 
rather, to restrict lenders to those who 
were willing to risk the penalties of the 
law and to face the opprobrium of their 
communities for a compensatory profit. 
Students of the small-loan problem 
gradually came to believe that it was 
the restrictive laws themselves that 
were at fault. Severe restrictions on 
interest-taking, designed to _ limit 
charges for business and agricultural 
credit in much larger denominations, 
prevented legitimate business enter- 
prise from meeting the insistent and 
apparently growing demand of a large 
proportion of the population for small 
loans without the security required by 


banks. 
The Uniform Small Loan Law 


The Uniform Small Loan Law was a 
direct outgrowth of this conviction. 


It undertook to create a _ legalized 
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market, in which borrower and lender 
could meet and agree on terms, and to 
protect the borrower against fraud and 
abuse. It made no effort to fix the 
price of small loans, but provided 
instead a maximum rate of charge 
intended to be high enough to attract 
capital into the small-loan business 
and to insure that most legitimate 
small loans could be made profitably 
by the licensed lender. It assumed 
that, within this maximum, charges for 
various classes of loans would be 
modified by competition. 

The most important provisions of the 
act were: (1) license and bond were 
required of those engaged in the small- 
loan business; (2) supervision and ex- 
amination of licensees and enforcement 
of the act were made the responsibility 
of the state officer charged with the 
supervision of banks; (3) a full state- 
ment of the contract and receipt for 
payments were required to be given to 
borrowers; (4) in return for submission 
to these regulations, the lender was 
permitted to charge a rate not to exceed 
314% a month inclusive of all charges; 
(5) severe penalties were provided for 
infraction of the law.’ 

The provision for the maximum 
interest rate was determined by com- 
promise between representatives both 
of the Russell Sage Foundation and of a 
group of lenders who declared them- 
selves ready to submit to regulation if 
given a workable regulatory act. Ar- 
thur H. Ham, Director of the Depart- 
ment of Remedial Loans of the Russell 
Sage Foundation, had previously sug- 
gested 3% a month as a proper maxi- 





3The standard draft of the Uniform Small Loan 
Law has been changed four times since 1916, but 
these essential provisions have remained. The first 
changes were designed principally to restrict certain 
practices and to prevent threatened infraction of the 
law. The most recent changes extend the discre- 
tionary authority of the licensing officer. 


mum rate, and at his suggestion this 
rate had been incorporated in regulatory 
acts in Massachusetts in 1911 and ip 
New Jersey in 1914. He based this 
opinion on the records of a number 
of semiphilanthropic loan companies, 
known as remedial loan societies, which 
undertook to make small loans at the 
lowest cost consistent with a limited 
return on capital. The lenders, on the 
other hand, submitted the record of 
their costs and profits under a 3% rate 
in New Jersey and claimed the need for 
a rate approximating 4%. A com- 
promise at 314% was finally effected, 
and this rate was incorporated in the 
Uniform Law which all parties agreed 
to support. 


Early Effects of the Law 


Since the Russell Sage Foundation 
recognized that any maximum rate was 
of necessity experimental, the immedi- 
ate effects of the passage of the Uniform 
Act in Illinois, Indiana and Maine in 
1917 were watched with a great deal of 
interest. The first result was a severe 
reduction in the number of lenders and 
a slight reduction in the capital avail- 
able for loans. Many branch offices of 
high-rate chain companies were liqui- 
dated, and the funds were transferred 
to a territory where no effective regula- 
tion restricted charges and_ profits. 
Other lenders who lent very small sums 
on wage assignments and plain notes, 
and still others who had small amounts 
of capital, found lending under such 
regulations unprofitable and therefore 
withdrew. 

Some lenders, however, found lending 
under the act profitable from the outset. 
These were, for the most part, those 
who lent somewhat larger sums on 
chattel mortgages. By 1920, the ex- 
pansion of business of these lenders 
had offset the withdrawal of others 
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and the total volume of capital invested 
‘n the business began to increase. 
This increase continued at an accelerat- 
ing rate up to 1929. In those states 
which adopted the Uniform Law sub- 
— to 1920, the expansion of 
apit al began immediately with the 
passé 
1929. ae that time, in almost all 
regulated states, the rate of increase 
diminished during 1930 and 1931, and a 
moderate decline occurred in 1932. 

The rapid expansion of the small-loan 
business during the decade from 1920 to 
1930 left little room for doubt that the 
maximum rate fixed by the Uniform 
Law permitted profitablelending. This 

pansion, however, was accompanied 
by a large increase in the size of loans. 
The average loan made by most un- 
regulated lenders from I910 to I917 
appears to have been about $40. Fol- 
lowing the passage of regulatory acts, 
the average loan continued to increase 
until 1930, at which time the average 
loan made by licensed lenders in all 
regulated states was estimated by the 
Russell Sage Foundation at $145. 

Only part of this increase in the size 
of loans could be attributed to the 
change in the price level. Recent cost- 
accounting studies have clearly demon- 
strated the need for much larger loans 
than those made by the unregulated 
lender if a profit were to be made at the 
maximum rate of the Uniform Law. 
The cost of investigating applicants 
and of collecting and recording pay- 
ments varies but little with the size of 

e loan, while the income at a fixed 
‘ate of interest from a $250 loan is ten 
times the income from a $25 loan. 

The Russell Sage Foundation believed 
that applicants for loans of smaller 
denominations were by this fact the 
more necessitous and the more depend- 
ent on the protections of the act and 
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that a lower maximum rate of interest 
would eliminate the smaller loan which 
the lender was already inclined to avoid. 
It continued to recommend 344% a 
month as the most desirable maximum 
rate and predicted that charges for the 
larger loans would be reduced by 
competition. 


Maximum Interest Rates 


Charges considerably below the maxi- 
mum for certain classes of loans had 
been common from very early in the 
history of regulation. ‘The usual rates 
for endorsed-note loans, which com- 
bined several parties in the responsi- 
bility for repayment and consequently 
could be boagng more cheaply, ranged 
from 116% to 214% a month. But 
the asa for loans secured by chattel 
mortgages on household furniture re- 
mained generally at the maximum 
until 1928, regardless of the size of the 
loan. In that year, many chattel- 
mortgage lenders who specialized in 
the larger loans reduced their interest 
rates to 214% a month or charged 214% 
on balances above $100. ‘These rapidly 
became the prevailing rates for larger 
chattel loans in most cities. During 
1930, approximately 40% of the volume 
of loans made by licensed lenders in 
Illinois bore an interest rate of 214% a 
month or less. In Wisconsin, the com- 
missioner of banking reported that dur- 
ing the year 1930 “the rates of interest 
charged and comected by lenders ranged 
from 114% to 314%, with the bulk of 
the business being iow at about the 
216% rate.’’4 

The legalization of an interes* rate of 
314% a month ran counter to extremely 
deep-rooted prejudices, and many legis- 
lators continued to question the state 





‘Report of the Commissioner of Banking to the 
Senate of the State of Wisconsin, Senate Journal, 
March 31, 1931. 














38 HARVARD BUSINESS REVIEW 


policy which permitted such a rate. 
The further the frightful conditions of 
the era of unregulated lending faded 
into the past, the more readily the term 
“loan shark” was applied to the regu- 
lated lender who charged the highest 
rates regardless of the merits of his 
charge. Bills to reduce the maximum 
interest rate had been frequent in 
regulated states prior to 1929, but 
received little attention. In 1929, how- 
ever, the legislatures of three states 
passed bills, reducing the maximum 
interest rate, against the objections of 
licensed lenders and contrary to the 
advice of the Russell Sage Foundation. 
New Jersey reduced its interest rate 
from 3% to 114% a month, West 
Virginia from 314% to 2% a month, 
and Missouri from 314% to 244% a 
month. 

These experiments in maximum rates 
could scarcely have been better chosen 
had one undertaken to set up an experi- 
mental laboratory for determining a 
proper rate. Here were three states 
adopting at almost the same time a 
nicely graduated scale of rates under 
regulatory laws which were quite simi- 
lar in other respects. It seems ex- 
tremely worth while, therefore, to 
analyze and record the results. 


Characteristics of the Small-loan Industry 


In evaluating the effectiveness of 
maximum interest rates, one faces the 
immediate problem of finding a method 
of appraisal. What characteristics of a 
regulated small-loan industry may be 
considered satisfactory and what may 
be considered pathological ? 

We shall be assisted in answering 
these questions by first examining one 
distinguishing characteristic of the 
small-loan business which is important 
to this discussion and which is too often 
overlooked by those who believe that 


the same kind of control can be placed 
on interest rates as is placed on public. 
utility rates. The usual business offers 


its goods or services to all who are F 


willing to pay the price put upon such 
goods or services. The small-loan busi- 
ness, on the other hand, involves essen- 
tially a selection of clientele. The 
lender who lent to every applicant 
would have a short business career. 
The small-loan business exchanges 
cash, a commodity of definite value, 
for a promise to pay, the value of which 
varies enormously among _ borrowers. 
But the maximum price chargeable for 
this exchange is fixed by law. Conse- 
quently, the lender chooses those prom- 
ises to pay which in his judgment are 
worth the value he delivers in exchange. 
Many questions are involved in this 
judgment. There are, for instance, 
differences in security and in size of 
loans which we have already mentioned. 
The financial condition of the applicant, 
the nature of his employment, the size 
of his income, and many personal 
qualities also enter into the decision of 
the lender to make or refuse the loan. 
In practice, the necessity for these 
decisions by lenders tends to develop 
a set of rules of thumb whereby appli- 
cants for loans are classified with some 
degree of uniformity into an acceptable 
class and an unacceptable class depend- 
ing on the amount of interest permitted. 
Since the state, by determining the 
maximum interest rate, is the arbiter 
of the approximate point where this 
division shall occur, applicants to whom 
lenders are unwilling to lend at the 
maximum rate but to whom they would 
be willing to lend at a higher rate are 
effectively denied the right to borrow 
by the state even though the decision 
is made by the lender. Such a restric- 
tion, though frankly paternalistic, is 
amply justified. The modern state 
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can ill afford to permit its citizens to 
exchange for present relief promises 
for the future which imply the risk of 
economic peonage and add to the 
public burden through poverty and 
crime. Some applicants for loans must 
be forced to seek charitable agencies or 
friends rather than commercial lenders 
for assistance. 

But where should the line be drawn? 
The state is quite as limited in its 
ability to enforce its conception of how 
much a borrower should pay for his 
loan as it is in its ability to determine 
what the consumer shall drink. In the 
presence of an extensive demand for a 
service, only moderately restrictive 
regulation is effective. If the restric- 
tion is too severe, bootlegging of money 
develops as readily as bootlegging of 
liquor. 

If the number of legitimate applicants 
refused is small, or their ability to pay 
a higher rate is doubtful, the penalties 
of the regulatory act will prevent the 
development of a business to supply 
the needs of these applicants. If, how- 
ever, the maximum rate is so restrictive 
that a large number of applicants who 
are willing and able to pay a higher 
price are refused loans by licensed 
lenders, then an outlaw business, which 
will charge far higher rates to com- 
pensate for the risk of penalties and 
which will possess all the antisocial 
characteristics of other bootleg trafiics, 
may be expected. 

In evaluating the effect of these 
three rate reductions, we shall, there- 
fore, inquire: (1) To what extent did 
these reductions restrict the volume of 
lending? (2) Whatclasses of borrowers 
were eliminated? (3) Was the rate 
reduction effective in limiting the 
charges for loans, or did bootleg lenders 
supply this demand at higher rates? 





Effect of Rate Reductions on Volume and 
Number of Loans 


Chart I compares the trend in the 
volume of loans outstanding of small- 
loan licensees in New Jersey, West 
Virginia and Missouri with a hypo- 
thetical “‘normal trend” based on the 
volume of loans outstanding of small- 
loan licensees in six states® in which 
no rate cut occurred and for which the 
most reliable data are available. These 
curves have been plotted on a ratio 
Cuart I. Trenp or VotumE or Loans OuTsTANDING 

1N Missourt, West VirGINIA, AND NEw 


Jersey, ComMpARED witH NorMAL TREND 
(Ratio scale used) 
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scale to facilitate comparison of trends 
and have been superimposed at the 





5 The six states selected are Massachusetts, Illinois, 
Ohio, Virginia, Iowa and Connecticut. The use of 
the total volume in these states to represent the nor- 
mal trend at a continuing rate seems justified by the 
fact that the trend in each state follows the general 
pattern of the aggregate trend. 
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point representing the close of the year 
1928. 

This chart would be considerably 
more descriptive if we had attempted 
to superimpose the curves at the point 
when the interest-rate-reduction bills 
became law. No mid-year figures are 
available, however, and while we have 
attempted to establish the direction 
of these curves between the year-end 
points by inquiry, it would seem to 
give too much leeway for interpreta- 
tion to superimpose at these estimated 
points. The reader, however, needs to 
know that the West Virginia bill was 
passed in March, 1929, and became 
effective in June of the same year; the 
Missouri bill was passed in May, 1929, 
and became effective at the close of 
August of the same year; the New 
Jersey bill was passed also in May, 
1929, but did not take effect until 
February 15, 1930. 

By assuming that the trend of volume 
in six states which maintained the 
same rate would have been followed in 
these three states, if the interest rates 
had not been cut, we can establish a 
crude measure of the ratio between the 
volume of loans made at the reduced 
rates and the volume of loans which 
would have been made if the higher 
rates had been maintained.* ‘Table I 
shows this relationship. 

In calculating these relationships for 
New Jersey and West Virginia, the 
volume of loans outstanding at the close 
of 1928 was taken as the point of 
departure for the normal trend. In 
Missouri, because of the rapid increase 
prior to the passage of the rate-reduc- 
tion bill, the volume at the close of 1929 





® We should, of course, have preferred to compare 
the volume of loans made, but in most cases only the 
volume of loans outstanding is reported. Since loans 
made prior to the rate reduction cannot be immedi- 
ately liquidated, outstanding volume figures under- 
state the change in willingness to lend. 


Taste I, Estimatep Ratio or Loans Mape ayp 
REFUSED, UNDER THE ReEpucED RaArEs, To 
Loans Wuicu Wou.tp Have Been 
MapeE UNDER THE ForMER MAXIMA 
in New Jersey, West VIRGINIA 
AND Missouri 














Per Cent by Per Cent by 
Outstanding Number of 
Volume Loans Made 

Made |Refused| Made |Refused 
New Jersey... 17 83 10 go 
West Virginia 24 76 18 82 
Missouri...... 86 14 70 30 

















was taken as the point of departure. 
The extent to which the rate cut in 
Missouri restricted the volume of loans 
outstanding is probably understated 
by this table. Missouri had enacted its 
small-loan legislation in 1927, and the 
small-loan business was still expanding 
rapidly when the rate cut occurred. 
There is reason to believe that if the 
rate had not been reduced, the increase 
in the volume of loans outstanding in 
Missouri would have exceeded the rate 
of increase in the states used to estab- 
lish the normal trend, all of which 
enacted their small-loan statutes in 
earlier years. 

The attempt to convert the ratio of 
loans made and refused by volume into 
the ratio by number takes us still 
further into the field of speculation. 
It is, however, a fairly defensible 
speculation, since the change in size 
of loans is reported by several of the 
states which maintained the same rate, 
and by New Jersey and Missouri. 
The change in size of loans made in 
West Virginia has been estimated on 
very meager data. 

The figures arrived at in this table 
cannot, of course, be accepted as 
literally correct, but a reasonable allow- 
ance for error would not affect the 
accuracy of one general conclusion, 1.¢., 
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that the reduction in maximum interest 
rates resulted in a contraction in the 
service of licensed lenders roughly com- 
mensurate with the degree of the reduc- 
tion in rate. 

What were the results of this 
contraction in_ small-loan service? 
Obviously the state, by reducing the 
maximum rate of interest on loans of 
$300 or less, did not succeed in making 
loans available to the same applicants 
at the reduced rate. But did it succeed 
in enforcing its declared policy that the 
applicant whose security and other 
credit qualifications did not warrant a 
loan at the reduced maximum rate 
should not be permitted to contract a 
loan at a higher rate? The answer 
to these questions will vary with the 
degree of contraction of small-loan 
service under regulation, and a separate 
answer must, therefore, be found for 
each state. 


Results in New Jersey 


The most severe rate reduction and 
consequently the most severe contrac- 
tion of small-loan service occurred in 
New Jersey. When the rate-reduction 
bill was passed, in May, 1929, the 
volume of loans outstanding exceeded 
$20,000,000; on November 30, 1931, 
the volume was $5,400,000. ‘The num- 
ber of licensees declined from 437 on 
November 30, 1928, to 117 on Novem- 
ber 30, 1931; several of these were in 
receivership, and the majority were 
gradually liquidating. 

The Department of Banking and 
Insurance does not report the nature 
of the security given for loans, but it 
does publish the names of licensees 
and the volume of loans reported by 
each at the close of the fiscal year. 
By identifying the kind of loans cus- 
tomarily made by these licensees, we 


have estimated the division of out- 





standing loans by security at the close 
of 1928 and 1931. ‘This division is as 
follows: 


Taste II. Estimatep Votume or Loans 
OutsTanpING IN New Jersey By KINp 
oF Security ON NOVEMBER 30, 
1928, AND NovEMBER 30, 

1931 





Outstanding Volume of 
Loans So Secured 

















Nature of Security Decline 

Nov. 30, | Nov. 30, | 
1928 1931 
| | | 

Chattel loans. .... .|$16,700,000}$3,400,000} 80% 
Endorsed - note | 

oT ee eee 2,300,000] 2,000,000! 13% 
| 








Of the $3,400,000 of chattel loans 
outstanding on November 30, 1931, 
approximately $600,000 was reported 
by licensees who were making no new 
loans, and approximately $2,400,000 
was reported by the eight offices of the 
Household Finance Corporation. ‘This 
company, which had voluntarily re- 
duced its monthly interest rate to 214% 
in 1928, announced that it could not 
operate profitably at 114% a month, 
but would at the request of state 
authorities continue business for a 
reasonable time and submit its records 
to assist in the determination of an 
adequate rate. At the close of the 
fiscal year 1931, it reported, ‘‘While 
restricting loans to the more profitable 
sizes and better risks with practically 
no competition, the corporation was 
able to earn only 4.4% on employed 
capital and would have operated at a 
loss under normal competitive condi- 
tions.””’ The report further explains 
that the size of offices was maintained 





7 Brief submitted by the Household Finance Cor- 
poration to the New Jersey Small Loan Commission, 
November, 1931, p. I. 
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at the most profitable level, and ad- 
vertising expense was almost entirely 
eliminated; 70% of the volume of loans 
was in denominations of $200 to $300, 
and ‘“‘thousands of families who needed 
loans were turned away since... 
capital was fully occupied with service 
to the cream of the applicants.” 
The company announced its inten- 
tion to withdraw its offices from New 
Jersey unless a higher rate were 
authorized. 

The licensees in liquidation and the 
offices of the Household Finance Cor- 
poration accounted for all but $400,000 
of thechattel-mortgageloans. Itseems 
reasonable to suppose that a continu- 
ance of the 114% rate would soon 
have eliminated chattel-mortgage loans 
entirely. 

The endorsed-note loans showed a 
much smaller decline, since many loans 
on this security were being made at 
approximately 114% under the higher 
maximum. Even this class of loans, 
however, gave evidence of being under 
pressure. Only two of the endorsed- 
note companies with substantial volume 
of loans had increased their volume 
between 1930 and 1931. 

Those licensees who remained in 
business had selected, of course, only 
the most profitable loans. The elimi- 
nation of the smaller loan is shown 
clearly by the increase in the average 
size of loans. The average loan re- 
ported by the Commissioner of Banking 
and Insurance at the close of 1928 was 
$165. ‘This figure reflects a large num- 
ber of sizable loans for business pur- 
poses made by semimutual companies 
on endorsed notes at interest rates 
considerably below the maximum. If 
only loans made at 3% a month were 
included, the average loan would prob- 
ably have been as low as $145. Evi- 
dence contained in a study by Dr. 





HARVARD BUSINESS REVIEW 


Willford I. King* made after the passage 
of the rate-reduction bill, but before its 
effective date, suggests that the average 
loan had already begun to rise rapidly, 
No subsequent data on the size of 
loans are available until the close of 
the year 1931, when the Chief of the 
Division of Small Loan Agencies re- 
ported the average loan made for the 
year at $240. 

The borrower who could not meet 
the requirements of licensed lenders 
had the choice between going without 
or making terms with an unlicensed 
lender. Because of exceptionally dili- 
gent supervision, loan-shark operations 
were driven far under cover; it is, 
therefore, extremely difficult to measure 
the extent of this business. Affidavits 
of borrowers from ten illegal loan 
companies showed interest rates from 
36% to 4,000% a year. There were 
undoubtedly many more companies 
and hundreds of vest-pocket lenders 
charging such rates. 

An article by the Commissioner of 
Banking and Insurance of New Jersey 
includes a summary of the results of 
the restrictions of licensed lending as 
follows: 


It is quite obvious that only a very small 
proportion of the $15,000,000 difference 
between outstanding loans of small-loan 
operators at November 30, 1929, and 
November 30, 1931, has been taken up by 
other licensed or authorized agencies con- 
bined in this state. What has happened 
to the bulk of this $15,000,000 is purely a 
matter of speculation. Some portion of 
this amount, no doubt, has been liquidated; 
some portion is outstanding in the hands of 
unlicensed and unsupervised lenders, and 
the balance may have been negotiated 
through small-loan operators licensed in 
other states adjoining the State of New 
Jersey. It is perhaps of some interest at 


8 King, Willford I., The Small Loan Situation in 
New Jersey in 1929. Trenton: New Jersey Industrial 
Lenders Association, 1929. 
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this point to state that the town of Morris- 
ville, Pennsylvania, with a population of 
about 5,500 people, situated directly across 
the Delaware River from the city of Tren- 
ton, has outstanding loan balances among 
the five loan offices operating in that town, 
amounting to $800,000. There were no 
small-loan offices in Morrisville, Pennsyl- 
vania, prior to the date of the rate reduction 
in New Jersey. ... 

The Small Loans Commission, which 
was appointed in September, 1931, ... 
has unanimously expressed the opinion 
that there is a social necessity for the 
existence of such credit facilities as can be 
offered by licensed small-loan operators, 
and in order to provide these facilities the 
present maximum rate of 114%, now in 
effect in that state, should be increased to 
an extent where responsible capital will be 
attracted by profitable operation.® 


In 1932, after a three years’ trial of 
the 114% rate, the New Jersey Legis- 
lature increased the maximum rate of 
interest on small loans to 214% a 
month. 


Results in West Virginia 


One of several inadequacies of the 
West Virginia small-loan law is that 
no annual reports are required from 
licensees. The only official data avail- 
able are lists of licensees. ‘The number 
of licensees reported by the Commis- 
sioner of Banking decreased from 62 for 
the year ending June 30, 1929, to 22 
for the year ending June 30, 1933. 
From the annual reports of several 
chain companies with licensed offices 
in West Virginia prior to the rate cut, 
from data contained in several local 
studies, and from personal inquiries, 
we have estimated the trend of volume 
of outstanding loans recorded in Chart 
I. These estimates show a decline, 
from $3,600,000 at the close of the 
year 1928, to $900,000 at the close of 
1932. In spite of the inadequacies of 

*Smith, F. H., “Small Loans in New Jersey,” 
Savings Bank Journal, February, 1932. 
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the data used for these estimates, the 
rapid contraction of outstanding volume 
is beyond question. Fortunately, in 
the absence of official data, two very 
useful descriptions of conditions in 
West Virginia have been published. 

The Better Business Bureau of Hunt- 
ington, West Virginia, in a_ special 
bulletin on high-rate lending, issued 
October 31, 1931, reported: 


The high-rate lenders have flourished in 
Huntington since 1929, when our State 
Legislature reduced the maximum rate 
that could be legally charged from 319% 
to 2% per month on the unpaid balance on 
loans up to $300. This change in the law 
virtually forced the legitimate lenders out 
of business and served as an invitation to 
the high-rate operators. .. . 

From time to time distressed borrowers 
have called at the Bureau offices to tell 
their financial difficulties. These cases 
came with increasing frequency up to the 
early part of 1932, and in almost all cases 
these individuals had been, or were at the 
time, indebted to from one to six high-rate 
lenders... . 

Soon the Bureau files on this subject 
began to accumulate some startling and 
interesting data. One of these lenders was 
issuing checks with numbers in excess of 
18,000 after about three years operation. 
We estimate another company to have 
done over $50,000 in volume the previous 
year. Another company, with out-of- 
state ownership, recorded a deed of trust 
in March, 1932, after approximately two 
years’ operation, covering office equipment 
and including accounts on loans from #1 
to #3783 inclusive, to secure a $16,000 
indebtedness. Among the eight or nine 
companies which have been operating in 
Huntington, making small loans in viola- 
tion of the Small Loan Act, in that they 
did not have a license, it is estimated that 
considerably over $50,000 has been invested 
in the business and that thousands of people 
have had loans of this kind in the last 
three years. ... 

These companies operate in a different 
manner from the licensed small-loan com- 
panies, in that they loan only to wage 
earners and salaried people, taking for their 
security an assignment of wages, and charge 
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at least 20% per month, or 240% per year. 

Those lenders in West Virginia who 
continued to do a licensed business 
sought better security and confined 
themselves to loans of larger denomina- 
tions. One observer reported: 


In the city of Charleston there were ten 
small-loan companies operating in 1929. 
In 1930, there were six, and in 1931 there 
were only three licensed companies doing 
business, and one of these was an automo- 
bile finance company. Of the other two, 
the manager of the Capitol City Loan and 
Investment Company told me that he was 
accepting loans of not less than $150 at 2%, 
but added that he was refusing hundreds 
of applications for smaller amounts. At 
the office of the Charleston Finance Com- 
pany, | was informed that loans were made 
for $150 and upward, but applications for 
lesser amounts were rejected daily. .. . 

I found only five licensed lenders in 
Huntington, and of these one is restricting 
its business to financing automobile pur- 
chases and another to loans on realty. A 
third concern is closing out its accounts, so 
that there are only two companies where 
money can be obtained today under the 
2% law, and neither of these is lending 
small amounts... . 

(In Wheeling), three of the six licensed 
lenders at once discontinued business. 
One of the remaining three has since dis- 
continued, one is just marking time and a 
third is making nothing but gilt-edge 
endorsed-note loans.!° 


In addition to reporting the presence 
in other cities of salary lenders similar 
to those described by the Better Busi- 
ness Bureau in Huntington, this writer 
reported that other unlicensed lenders 
were making loans of $100 on chattel 
mortgages in return for a note for $132. 
Many licensed lenders were also re- 
ported to be charging fees in addition 
to the legal maximum. Mail-order 
businesses in high-rate loans were 
operated throughout the state from 
Ashland and Louisville, Kentucky, while 


1° Taylor, Herbert Hall, Where Loan Sharks Thrive, 
privately published, 1932. 
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offices licensed under the small-loan 
laws of the adjoining states of Ohio, 
Maryland and Pennsylvania served 
many West Virginia borrowers from 
across the state line. 
In March, 1933, the Legislature of 
West Virginia increased the maximum 
rate to 314% a month on sums of $150 
or less, and 214% on balances in excess 
of $150 but not exceeding $300. 


—— > — gf 





Results in Missouri 


The number of licensees and the 
volume of loans outstanding at the 
close of the calendar year are reported 
by the Commissioner of Finance in 
Missouri as follows: 


ee ee ee ee ee ee ae 





| 1928 | 1929 | 1930 





Number of licensees | 
Volume of loans — 
standing (thou- 


sands omitted)... \86, 142 $10, 452/$10,823 $10, 704 


174 | 134 | 123 | 95 











Although the rapid decline in the 
number of licensees suggests that all 
was not well in the small-loan industry, 
the volume of loans fails to confirm this 
conclusion. The rapid increase that 
preceded the rate cut was stopped 
abruptly, but there was no frantic 
liquidation such as occurred in New 
Jersey and West Virginia. Further 
analysis of these data is obviously 
necessary. 

At the close of the year 1928, the 
average loan balance of licensees in 
Missouri was about $35,000. Fifty- 
seven lenders were licensed during the 
year 1928, and most of these had 
probably been unable to acquire a 
loan balance of satisfactory size!! be- 





1 It is generally agreed in the small-loan industry 
that $75,000 is the minimum practical loan balance 
for an efficient unit of a chain loan company. In- 
dependent offices are able to operate efficiently with 
a somewhat smaller balance. 
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fore the rate cut occurred. Conse- 
quently, most licensed lenders faced 
the alternative of liquidating or con- 
inuing to expand their volume. Since 
liquidation necessarily involved a loss 
of principal, those licensees who decided 
o withdraw were willing to sell their 
loan accounts at a discount to those 
ho remained. In this way, some 
lenders were effectually subsidized in 
the acquisition of a larger volume of 
loans at the expense of withdrawing 
licensees. ‘These transfers of assets 
tended to avoid immediate liquidation 
of the loans of unprofitable offices. 

The licensed lenders who remained 
in business may be divided into three 
classes. There were, first, those who 
were already charging 214% a month 

less. In this group were several 
endorsed-note lenders and at least ten 
ofices of companies specializing in 
larger chattel-mortgage loans. ‘These 
licensees were not affected by the rate 
cut. ‘The second class included chattel- 
mortgage lenders who immediately 
switched to larger loans following the 
rate cut. To the extent that these 
could follow the lead of the first group, 
they also were not materially affected. 
In the third class were those lenders 
who continued to make the kind of 
loans which they made before the 

eduction occurred. 

Of these groups of lenders, the out- 
tanding volume of endorsed-note lend- 
identified only in the annual 
reports of the Commissioner of Finance. 
We have identified the volume of loans 

the chattel offices which charged 
approximately 214% a month before 
the rate cut, and the volume of some of 
those which switched to large loans 
following the rate cut was secured by 
correspondence with these offices. 

This division gives a picture of the 
results of the rate reduction in Mis- 


oe 


py 
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souri which is considerably different 
from that in New Jersey and West 
Virginia. Endorsed-note loans, which 
commonly bore interest at less than 
214% a month, continued to expand. 
Those chattel lenders who had pre- 
viously charged approximately 214% 
a month also continued their expansion 
until 1931, while those who switched to 
a business in larger loans held their 
own. ‘The aggregate volume of loans 
of other licensees declined. In the 
residual group are unquestionably many 
other lenders who eliminated smaller 
loans and, if these could be identified, 
the volume of the remainder would 
show a more precipitate decline. 

The chattel lenders who were identi- 
fied as having eliminated smaller loans 
increased the average size of loans, in 
dollars, as follows: 





1928) 1929 1930|1931 


a : 

Company A (four offices)... 14 *! 167/177 | 173 

Company B (seven offices) |129 >| 149/159 | 182 
| 





| 
| 
g 


Company C (two offices).. .|135 | 160|165 | 173 


fae OIE 6 6 ia okc eases |122*| 140 150") 153 





* These figures were not reported but were estimated from 
Stddaeewienee 
The extent to which smaller loans 
were eliminated is indicated by the 
trend of volume of loans against wage 
assignments, which have customarily 
been used to secure loans of small 
denominations. ‘The outstanding vol- 
ume of loans so secured varied as 
follows: 





| ] | 
|} 1928 | 1929 | 1930 | 1931 
| | | 





| 
Outstanding volume... 
Number outstanding 


! 
| | 
$110,000 | $204, 000/ $80, 000/ $64,000 
its 2,398) 1,070 836 
| 





The refusal of loans of less than 
$100 by licensed lenders in Missouri 
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left a considerable gap in the small-loan 
service. The continuing demand for 
these smaller loans immediately re- 
called the loan-shark business which 
had been suppressed by the passage of 
the regulatory act in 1927. In 1932, 
ten unlicensed salary lenders were re- 
ported in Kansas City, Missouri, and 
Kansas City, Kansas; and in St. Louis 
there were eight such lenders. The 
smaller relative number of outlaw offices 
in St. Louis is probably due to the fact 
that many loans of less than $100 were 
made in that city by licensees under 


Taste III. 


the Illinois Small Loan Act located 
across the river in East St. Louis, 
High-rate loans throughout the state 
were also being made by mail from 
Louisville, Kentucky. 

The Commissioner of Finance in Mis- 
souri concluded his annual report for 
the calendar year 1931 by saying, “It 
is therefore the belief of the Depart- 
ment that if a higher rate were permitted 
on smaller balances, it would eliminate 
most of the unlicensed lenders who 
still charge from 10% to 20% per 
month.” 


VotuME oF Loans or Various Groups oF LICENSEES IN Missouri 


OuTsTaNDING DECEMBER 31 








1928 1929 1930 1931 
PAGCINE DENG icc sc cccaasceaka a davewses shinee $ 82,000/}$ 177,000/$ 369,000} 511,000 
Chattel offices charging approximately 244% before the 
a ee Pe ere TT rye rr errr. : 1,162,000] 2,820,000] 3,334,000] 3,366,000 
Chattel offices which eliminated all loans of less than $100] 1,199,000] 2,108,000] 2,124,000] 2,166,000 
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ARRIVING AT A LABOR RECRUITING POLICY 
THROUGH THE STATISTICAL INTERPRETA- 


TION OF ROUTINE EMPLOYMENT DATA 
By HUBERT VAN DROOGE 


Introduction 


ANY industries, and particu- 
M larly the mining and construc- 

tion branches, face the problem 
of securing sufficient labor to oper- 
ate their plants or construction jobs. 
When such plants are at all isolated 
in remote sections of the country, this 
problem becomes even more difficult. 
Generally speaking, the labor turnover 
in these industries is high, especially 
in the case of coal mines, and the source 
of labor is relatively remote. The 
more remote the labor supply, the more 
dificult becomes the selection of suit- 
able man-power. In many cases re- 
liance is placed on labor agents to send 
out desirable men whenever additional 
help is needed. Most labor agents, 
although perhaps not all, use little 
care in selecting any one man for a 
given job. Certainly even the best 
labor agent is less satisfactory than 
the plant’s own employment depart- 
ment is likely to be. Therefore, it 
becomes of vital importance that where 
labor agents must be resorted to for 
securing the necessary labor force, 
their relative performance must be 
carefully scrutinized. 

Almost every employment depart- 
ment maintains certain records per- 
taining to the hiring and firing of the 
working force. In many cases such 
records contain a wealth of information 
which is only too seldom utilized. In 
employment departments, as in other 
departments of many companies, one 
finds detailed statistics carefully com- 
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piled at the end of every month or 
year which are never of one cent’s 
value because they are not intelli- 
gently analyzed. Having the informa- 
tion available and looking at the 
statements into which it is tabulated 
does not constitute using statistics 
intelligently. Statistics are only of 
value in so far as they can throw 
light on the future or can serve the 
executive to establish the operating 
and guiding policies of his business. 
The correct interpretation of the basic 
figures must devolve upon the trained 
statistician and should never be left 
to just any one capable of calculating 
a percentage. Most anyone can cal- 
culate a percentage of change or the 
proportion that the part is of the whole, 
but only a statistician can tell the busi- 
ness executive whether the relationship 
observed is accidental or sufficiently 
reliable to be depended upon to recur 
in the future; whether a deviation from 
an average is significant and caused 
by a fundamental condition which sets 
that item apart from all others or 
simply a chance fluctuation which may 
occur just so many times in every ten 
or a hundred trials. 

The method used in this study is 
one basic in the science of statistics. 
It can give an answer in terms of 
probabilities to many questions which 
arise in the business man’s mind, and 
it will tell him how much faith to 
place in any given ratio, percentage or 
average. All these advantages accrue 
to the man who can use this method, 
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but abc ve all to him who thoroughly 
understands its limitations and the 
theoretical background on which it is 
based; in other words, the trained 
statistician. Nevertheless, the busi- 
ness executive should know of the exist- 
ence of the method in order that he 
may realize that to many of his prob- 
lems there is a_ solution.! 


The Data and the Problem 


To understand the problem facing 
the organization for which this study 
was carried out, it is necessary to ex- 
plain briefly the conditions surrounding 
their system of recruiting. The com- 
pany’s mines are situated a consider- 
able distance from any town having 
a population in excess of 25,000, and 
while there are some other coal-mining 
properties within a radius of from 5 to 
15 miles, these cannot be relied upon to 
supply sufficient labor to maintain a 
working force which is subject to a 
tremendous labor turnover. The com- 
pany, therefore, turned to a number of 
labor agents in the larger cities, to which 
miners tend to drift, in order to secure 
sufficient labor. It is customary for 
the company to supply the transporta- 
tion costs for the trip to its properties, 
and to supply the men with the neces- 
sary tools and other necessities upon 





1The study on which this article is based was 
carried out by the author fora client, a middle-western 
coal-mining organization, which graciously has 
given permission for the publication of the results. 
For obvious reasons the names of the labor agents 
and of the company are fictitious. The article is 
directed at personnel managers because the study 
deals with the sort of statistics with which they are 
most familiar. The author warns the personnel 
director that the data cannot in itself have any 
significance for him and that the conclusions to which 
they lead are of value only to the company for whom 
the study was originally made. Such data as are 
presented serve merely as the framework on which to 
develop the method, and the conclusions derived 
from applying the method to the data are given 
solely to indicate that the method clearly points the 
way in answering the questions asked of the figures. 
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their arrival at the mining camp, 
These charges are later deducted from 
the earnings, provided the worker 
stays long enough to enable the com. 
pany todoso. ‘To give the population 
of the mining town a certain degree of 
stability, it is customary to bring to 
the camp a limited number of men 
accompanied by their families; the 
number is usually limited to the num- 
ber of dwellings available. 

Because of the difference in cost of 
importing a family, as compared with a 
single worker, the company maintained 
separate records relative to each classi- 
fication. The two classes were desig- 
nated as “singles,” which included all 
men married or single not accompanied 
by their families, and “families”? which 
included any man who as head of the 
family was accompanied by one or 
more dependents. Aconsiderable num- 
ber of men after being provided with 
transportation facilities would never 
arrive at the camp, and a much larger 
number would work for such a short 
time that upon departing they would 
leave behind considerable indebtedness. 
On the average it cost the company 
$26 per single man leaving the town 
without paying his debt in full, and 
about $80 for every family that did 
likewise. Aside from the men leaving 
the mining town without paying their 
debts, there was also a considerable 
number of men who quit after paying 
all they owed the company. Even 
this type of man involved considerable 
cost to the company, because in the 
process of replacing him it would be 
necessary to bring in several men, some 
of whom in turn would leave without 
paying their debt. 

The labor turnover of the working 
force was simply appalling, particularly 
in view of the fact that the company 
operated a mining town much superior 
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to the average run of such communities. 
It became apparent, therefore, that 
the trouble was not with the working 
or living conditions offered to the 
men but with the manner in which 
the men were selected. The company, 


© after trying in the course of time many 


different labor agents, had finally come 
to rely upon the five agents mentioned 
tin this study as representing about 


i 


* the best contacts that could be secured 


in this field. It was not thought 
that there was any considerable dif- 
ference in the type or the stability of 
the men supplied by these agents. 
When the author was called in to 
this problem, the company 
placed before him four questions to 
be answered. It was stated that, in 
view of the fact that the future recruit- 
ing policy would be shaped in accord- 
ance with the results of the study, 
it would be essential that there should 
be no doubt as to the reliability of the 
conclusions drawn from the data. In 
jother words, it was deemed necessary 
that whatever the conclusions might be, 
‘they should be based on data, whether 
1; 


aS ts 


jlimited or extensive, in which chance 
‘fluctuations should not be mistaken 
for fundamental differences. The four 
questions to which an answer was 
desired were stated by the company as 


f}] re 
LOLLOWS: 


1. Is there a significant difference in the 
tability of the labor supplied by the several 
labor agents? 
2. Are families more stable than singles? 
| 3. Are certain races or nationalities more 
stable than others? 
; 4. Are families more or less inclined to 
pay out of debt before leaving town than 
are singles? 


Because of certain inherent weak- 
nesses in the data for answering the 
frst question, the author added two 
subsidiary questions. These were: 
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1a. Assuming that certain agents send 
out a more stable group of men than the 
others, is this borne out by the number of 
men “‘lost en route”? 

1b. Again assuming the superiority of 
certain agents from the point of view of 
stability, are they also the agents who 
send out men of greater moral character 
as shown by the number leaving only after 
paying their debts in full? 


Taste A. Data PERTAINING TO LABOR FURNISHED 
THE Mip-conTINENT Coat Company BY LABOR 
AcEeNntT GoBLER 


























Singles 
Nationality Shipped] Arrived — 
| 
Americans—white......... 18 18 6 
Americans—colored....... II 110 40 
PNY peiee sta akaea me 14 13 4 
PR icncsecaanamanves 10 8 I 
ere 35 34 12 
ey ee eee 15 15 7 
PRRs bic wets ouenshen 30 29 15 
NS Ore rere 9 9 4 
Se re eee ee 33 32 13 
pS eer rr. 2 28 II 
AEE stat adae twas 307 296 113 
i eer 113 
Lost and Guit....0.0. 194 
Paid out of debt....} 102 
Left indebtedness... 2 
Families 
Americans—white......... | P| | 4 
Americans—colored....... | «9 19 12 
Pr nccccs eden senade sl 4 rm I 
ne re 27 27 13 
} 
i Oey | 13 
Lost and quit......... 14 
Paid out of debt... .| 5 
Left indebtedness. . . | 9 








In order to answer these questions, 
the company had already compiled 
from its records five statements, one for 
each labor agent, similar to the one 
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shown in Table A, which shows the 
record of the one agent, Gobler. These 
showed for each agent the number of 
singles and families shipped, lost en 
route, arrived, and working at the time 
the statements were prepared, which 
was two months after the close of the 
year to which the data referred. This 
information was broken down by na- 
tionalities. It also set forth for the 
families and singles the breakdown as 
to the number leaving indebtedness 
behind and the number paid out of 
debt. While the data did not show at 
what time of the year each agent sent 
his group of men out, in practice each 
agent had shipped men at about the 
same time throughout the year.? 


The Method and Its Technical 
Background 


In writing this section of the article 
the author is fully aware that many 
executives, caring only for the results 
in nontechnical language, are not in- 
terested in the technical methods which 
underlie a_ statistical study. This 
section is not written for that type 
of executive, because the author thor- 
oughly understands their point of view. 
He feels that the most explicit and the 
simplest explanation of method is still 
too technical for the business man to 
worry his head about, unless it can take 





2 Nevertheless, to make quite certain that the time 
of the year in which the men were shipped would not 
lead to unsound conclusions by affecting the data in 
an unknown manner, the author added the two sub- 
sidiary tests called for under questions 1a and 1b. 
If these two tests bore out the results obtained under 
question 1, it would indicate that the differences 
which might exist between agents would not be due 
to differences in the length of time which had elapsed 
between the time of the study and the date on which 
the men were shipped. This would save considerable 
clerical labor in compiling the statements by months 
which it was thought advisable to avoid if not ab- 
solutely necessary. 


its proper place with a whole body of 
statistical knowledge.’ 

Practically every business man jp 
compiling statistical statements uses 
averages or ratios on which to base 
conclusions. He will say “on the 
average” an event happens so many 
times or that the average amount of a 
series of items issoandso. Every time 
he makes use of an average he uses a 
most powerful tool of statistical descrip. 
tion without taking into account that 
the average is not a fixed value but a 
changing one which will vary in size 
every time it is calculated from a later 
set of figures. An average, however, 
has the special characteristic that it 
will fluctuate within certain limits a; 
long as it is being calculated from a 
group of figures arising from a set of 
conditions, the underlying character 
istics of which are the same as those 
from which the other averages were 
calculated. ‘There is somewhere in the 
universe of statistics a value which is 
the true average for a given set of 
conditions which is fixed and never 
changes. Our limited knowledge, how- 
ever, does not permit us to discover 
what this value really is. Neverthe- 
less, it is entirely possible to determine 
from the particular set of figures from 
which any given average is derived 
what its possible fluctuations are likely 





’ The argument is not that the business man should 
not know something of statistical methods, but that 
an isolated method without reference to the whole 
problem of statistical estimation and description is 
likely to be misleading rather than to be helpful. 
To the reader who can take the results of the study, 
as set forth later, at their face value without wonder- 
ing how a measure of (Chi)? turns itself into a proba- 
bility, the suggestion is made that he skip this section 
of the article. This section is written for those who 
simply insist on knowing how the method is worked 
out and what its theoretical background is. Of 
necessity the explanation must be sketchy and incom- 
plete, for to give a thorough account of all that this 
method implies would require a fair-sized chapter in 
a statistical textbook. 
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to be. Knowing this, we can extend 
our knowledge to the point where it is 

ssible to determine the probability 
that a given average and the data on 
which it is based are descriptive of the 
same set of circumstances as that 
described by a somewhat different 
average and its corresponding set of 
feures. It is also possible to deter- 
mine what the chances are that a 
particular average or ratio will vary 
from some value which we believe 
to be the true average set up in accord- 
ance with some hypothesis we hold 
about the data. 

The manner in which a set of aver- 
ages, derived from similar sets of data, 
group themselves around the true aver- 
age is called a distribution. In the 
case of an average, and certain other 
statistical measures and ratios, this 
distribution takes a very definite form 
and is called the “Normal Distribu- 
tion.” We know a number of things 
about the normal distribution which are 
very useful. Among them is the 
knowledge of the chances that an esti- 
mate of the true average, as given by 
an average calculated from a given 
sample, will exceed certain limits either 
above or below the true average. The 
probable limits of the fluctuations of the 
average are calculated from the dis- 
tribution of the values of the sample. 
When we are given two samples or 
groups of figures, both purporting to 
describe the same set of conditions, it is 
possible to determine whether the dis- 
tributions of the samples and of their 
averages are in accord with the theory 
that both sets are descriptive of the 
same basic conditions. If the data are 
in accord with the particular theory, 
the samples are considered to have been 
irawn from a homogeneous group. 
It is this principle of homogeneity which 


‘ 


is Ol importance in the present study. 





When two samples are drawn from 
the same group of homogeneous data, 
these samples will not be in all respects 
identical. Let us assume that, of all 
the men shipped out by labor agent 
Jones, 20% will remain working in our 
mining camp at the end of six months. 
Now, taking two groups of men sent 
out by Jones, the actual percentage of 
20% would very likely not be achieved; 
but two values fluctuating around this 
figure would result. If Jones has not 
changed his method for selecting men, 
then the two percentages will be within 
chance fluctuation of our assumed true 
average. In other words, our figures 
would bear out our knowledge that 
Jones did not change his method. 
Now let us assume that the two groups 
were shipped by two different labor 
agents and that we wish to know 
whether these two employ similar 
methods for selecting men; we can 
compare each with the average result 
of the two combined. If the individual 
performance is within chance fluctu- 
ation from the average of the two, then 
there is nothing in the data to indicate 
that both samples were not drawn 
from the same homogeneous whole. 
In other words, the ratio existing be- 
tween the number working and the 
number shipped would seem to indicate 
that there is no significant difference 
between the methods of selecting men 
in use by the two labor agents. On 
the other hand, if the difference in the 
ratios is greater than could be attrib- 
uted to chance fluctuations, then it 
must be due to some fundamental 
difference in the methods employed by 
the two agents. 

It is on the principle set forth in the 
last paragraph that our whole study is 
based. The question naturally arises, 
how does one measure whether a differ- 
ence between what we expect and what 
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actually happened is due to chance or 
otherwise. What to expect is generally 
easy to calculate, because it is based on 
the average performance of the group 
as being the most likely figure for the 
true average performance, assuming 
that the component parts of the group 
are parts of a homogeneous whole. 
Whether or not the difference between 
the actual and the expected is due to 
chance is determined by a ratio cal- 
culated from the difference. This ratio 
is called (Chi)? and is calculated from 
the following formula: 


(Chi)? = a 


In this formula, A stands for the 
actual amount, E for the expected, and 
> for the summation of all the ratios. 
By referring to the data for labor agent 
Adams, Table No. 1, it can be seen 
how the term within the large bracket 
is calculated. This value has been 
called “Contribution to (Chi)*.”” The 
total value of (Chi)? is the sum of all 
the contributions. 

(Chi)? in itself tells us very little. 
We wish to know the odds that a value 
of a given size is due tochance. Before 
giving the formula which turns (Chi)? 
into a probability it is necessary to 
refer to the value of “‘n” shown in 
Tables No. 1 to 6. The expected 
values shown in Table No. 1 are based 
on the total of the five agents and the 
proportion that each agent should have 
under the headings “working” and 
“lost and quit’ as determined by the 
total number of men shipped by each 
agent. In other words, the expected 
number in each of the ten subclasses 
is determined by the total shipped 
by each agent and the number “work- 
ing’ and “lost and quit” of all the 
agents. It will be seen, therefore, that 
only four of the expected figures can be 


filled in without automatically fixing 
the values of the remaining six. ]p 
Table No. 1 there are thus only foy; 
degrees of freedom in which the ey. 
pected values can fluctuate without 
automatically determining the other 
values. The number of degrees oj 
freedom is equal to the value “‘n,” and 
for Tables No. 1 to 3 inclusive it js 
equal to four; in Tables 4 and 6 the 
value of “‘n” equals one; and in Table 
5, ‘‘n” equals nine. 

The probability that any given value 
of (Chi)? will be exceeded throug 
chance is a function of (Chi)? and “n.” 
For odd values of “‘n” the probability 
P is given by the following formula: 

4 


wots s Eu 
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and for even values of “‘n” by: 
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The value of P is easily interpreted. 
When P equals .go it simply means 
that a value of (Chi)? as large as or 
greater than the one yielded by the data 
may occur due to chance nine times in 
every ten trials or samples. The dif- 
ference between actual and expected 
data is, therefore, not significant, a: 
much larger differences may occur due 
to chance. At what value of P one 
should draw the line between significant 
and nonsignificant differences is 0! 
course open to debate and differs con- 
siderably with the type of data. Gen- 
erally, the line is drawn at P equals .Ol, 





4Rietz, H. L. (Ed.), Handbook of Mathematical 
Statistics. Boston: Houghton Mifflin Company, 


1924, P. 79- 
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the probability that the value of 
Chi)? will be exceeded through chance 
only once in one hundred samples. 
Obviously the exact size of P is not as 
‘mportant as its general magnitude. 
\t times, depending on the data, 
one may wish to draw the line at one 
chance in fifty trials or even at one 
chance in twenty trials. 

After this cumbersome explanation 
of the method and its general principles, 
the reader may well ask, Why use 
something as complex as all this when 
one can calculate a series of percentages 
showing the proportion that are work- 

or the proportion that left without 
paying their indebtedness, etc.? The 
answer is simply this, that after you 
have calculated your percentages you 
know no more than you did before, 
except the number that did or did not 
lo a given thing expressed as a relative 
of some particular base. ‘The percent- 
age does not tell you whether it arose 
from the same set of circumstances as 
did the other percentages from which it 
differs so widely. It cannot tell you 
what the chances are that the difference 
is solely due to chance. When the 
business man changes his policy, he 
should know what the betting odds 
are that he is not changing because of a 
capricious behaviour of a set of figures. 
\nd finally, while the method may 
seem cumbersome to the uninitiated, 
is really very simple. The difficult 
evaluation of (Chi)? into P has already 
been carried out by statisticians for 
practically every value of (Chi)? and 
and the figures are available in 
published tables. Why use an inac- 
procedure, when a very exact 
ind illuminating method is no harder 
It is indeed so simple that 
more important to know when 
not to use it than it is to know the 
steps involved in applying it. 


no 
ny, 


Curate 


to use? 


Results 


The results of the study are given in 
Tables No. 1 to 6 inclusive. ‘They are 
based on data contained in five tables 
of which Table A is given as an example. 
A number of other tables similar to 
those presented in this article were 
prepared, but inasmuch as they only 
substantiated the conclusions which 
were reached from Tables 1 to 6, they 
are not included here. Table No. I 
shows for each of the five agents the 
number of single workers shipped and 
the subdivision of this figure into 
“working” and “lost and quit.” It 
also shows the number of singles ex- 
pected in each classification, on the 


Taste No. 1. CaLcuLaTION TO DETERMINE 
WHETHER VARIATION IN STABILITY OF “‘SINGLES”’ 
Suippep BY 5 Lasor AGenTs Is WITHIN 
CHANCE FLucTUATIONS 























, Lost 
Work- Total 
Labor Agent Item . & . 
ing Quit Shipped 
ee Actual 26 507 533 
Expected 61.8 | 471.2 533 
Contrib. to 
(Chi)? 20.7 2.7 23.4 
ere Actual 6 IQ! 197 
Expected 22.8 | 174.2 197 
Contrib. to 
(Chi)? 12.4 1.6 14.0 
eT Actual 113 194 307 
Expected a6. 4 .2372:3 307 
Contrib. to} 
(Chi)? 169.0 22.1 191.1 
Oe, EE eee Actual 54 446 500 
Expected 57.8 | 442.2 500 
Contrib. to 
(Chi)? ag 03 .28 
Williams Actual 18 20 338 
Expected 39.1 298.9 338 
Contrib. to 
(Chi)? 11.4 ts 12.9 
Total ...-.-| Actual 217 1658 1875 
Expected 217 1658 1875 
Total of (Chi)? P ; 241.7 
Value of n ; er 4 
Value of P (prac- 
tically 
zero) 
Notes: 
. , , een! Coe | 
‘Contribution to (Chi)? ion aca the sum of all con- 


tributions = (Chi)?. 
. we .( (A — E)? 
Formula for (Chi)?: z{-— — ot 


**Singles"’ includes unmarried men and married men not 
bringing families. 
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assumption that the proportion of these 
two classes, as exhibited by the total 
for the five agents, is applicable to each 
agent for comparison. This assump- 
tion implies that the five agents con- 
stitute a homogeneous group employing 
approximately the same methods of 
selecting men and that therefore their 
average performance may be taken as 
what might have been expected in the 
case of each one except for the influence 
of chance fluctuations. As has been 
explained in the previous section, the 
value of (Chi)? taken in relation to 
the value of “n” tells us whether the 
fluctuations, exhibited by each agent, 
from the average performance of the 
group may be taken as occasioned by 
chance or as due to some fundamental 
difference in the selection of the men 
shipped out. 

In Table No. 1 the value of P or the 
probability of chance occurrence is given 
as practically zero. This means that 
the probability is less than one in 
100,000 that variations from the aver- 
age of the group could occur through 
chance alone under the assumption 
that the five agents constitute a homo- 
geneous group. The conclusion that 
we are forced to reach is that there is a 
significant difference in the stability of 
the men supplied by the several agents, 
and that this difference may be due to 
better selection exercised by some of 
the agents. Upon analysis of the table 
we find that Gobler varies most widely 
from the average, having 113 men 
working as compared with an expected 
figure of 36 men. Agent Masters con- 
firms closely to the average, having 54 
men at work where 58 were expected. 
The other agents are considerably below 
their expected figures. Further analy- 
sis of the data, not presented here, 
showed that when Masters is compared 
with the average performance of Adams, 
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Burns and Williams, he differs signif. 
cantly from their average performance. 
Masters, therefore, selects a much more 
stable type of worker than these othe; 
three agents, but even his methods oj 
further analysis appeared to be signif. 
cantly different from those of Gobler, 
To test further the superiority of 
Gobler, the number of men lost ep 
route was analyzed. ‘The time factor 
does not enter into this breakdown, 
because only a few days elapse between 
the time that the agent gives the men 
their transportation tickets and the 
time that they arrive at the mining 
town. If Gobler selects a more stable 
group of men, we may confidently 
expect a relatively smaller proportion 
of his men lost en route. At the same 
time it must be expected that the 
variation between the agents would not 
be so great as that shown for the number 
of men working, because of the natural 


Taste No. 2. CatcuLaTion TO Determine 
WHETHER VARIATION IN NuMBER OF “SINGLES” 
Lost From Groups Suiprpep BY 5 Lapor 
Acents Is witHin CHaNncE FLucTuATIONs 








Lost ' 
Ar- Total 
Labor Agent Item x rived | Shipped 
pO” eee | Actual 54 479 533 
Expected 43.7 | 389.3 | 533 
Contrib. to 
(Chi)? 2.42 <27 2 60 
pe eee Actual 13 184 197 
Expected 16.2 | 180.8 | 197 
Contrib. to 
(Chi)? -63 .06 .69 
a crates Hwee are Actual Ir 206 307 
Expected 25.2 | 281.8 | 307 
Contrib. to 
(Chi)? 8.00 92 8.71 
-Masters..... er Actual 46 454 500 
Expected 41.1 | 458.9 | 500 
Contrib. to 
(Chi)? .58 .05 63 
Williams......... Actual 30 308 338 
Expected 27.8 | 310.2 | 338 
Contrib. to 
(Chi)? +39 .02 .19 
WO, dc cencksusee Actual 154 1721 1875 
Expected 154 1721 187 
ee Oe Cae. so clenannwoe ieee Peanethedoasws 12.91 
OS 2 RE Kee A a, rea 4 
, 2” Oe Saree sein, Sear, Frere raae O12 
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tendency of the worker to see through 
his assignment at least to the point 
where he can find out something more 
definite about the job. Table No. 2 
shows this analysis and again brings 
out the superiority of the men shipped 
by Gobler. This time the chances are 
ne in a hundred that the method of 
selecting men used by him is signifi- 
cantly differentfromtheothers. Under 
this analysis Masters does not show up 
significantly different from the others, 
although his similarity in this case to 
the three poorest selectors is not such 
as to discredit his standing shown in 
Table No. I. 

To make absolutely certain that 
Gobler’s superior showing is not due 
to a flaw in the figures, we have ap- 
plied the test shown in Table No. 3. 
Here it is assumed that all agents are 


No. 3. CatcuLaTion TO DETERMINE 
WnetTHER VARIATION IN NUMBER OF “SINGLES” 
LEAVING INDEBTEDNESS AS SUPPLIED BY 5 
Lasor AGENtTs Is wITHIN CHANCE 
FLUCTUATIONS 























Bs | 
Paid Left Total 
= aie Out In- Lost 
r Agent Item of dats. & 
Debt | edness Quit 
se dbvcaeebice e Actual I4I 366 507 
Expected 179 328 507 
Contrib. to 
(Chi)? 8.07 4.40 12.47 
irehG owe | Actual 52 139 II 
| Expected 67.5 123.5 IQI 
| Contrib. to 
(Chi)? 3.56 1.95 5.5! 
.| Actual 102 92 194 
Expected 68.5 125.5 194 
Contrib. to 
(Chi)? 16.39 8.95 25.34 
Pau Actual 176 270 446 
Expected 157.8 | 288.2 446 
Contrib. to 
(Chi)? 2.10 1.15 3.25 
.| Actual IIs 205 320 
Expected 113.2 | 206.8 320 
Contrib. to 
(Chi)? 03 .O1 04 
| Actual 586 1072 1658 
Expected 586 1072 1658 
oy ey) Sear aR ccidemormasled tea Kes 46.61 


i Maltes wateeetes Salon aaeny fo 
| tically 
zero) 
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likely to supply men about equally 
reliable in the payment of their in- 
debtedness to the company. It might 
be expected that the agent who sends 
out the more stable men also sends out 
the more honest men, even when the 
test is applied to that portion which 
proved least stable. Again it is dem- 
onstrated that Gobler is in a class by 
himself. Also Masters, as a source of 
labor, is shown to be superior to the 
remaining three agents, although he 
cannot be classed with Gobler. 

All the foregoing tests have been 
applied to the singles, and the question 
naturally arises as to the families sup- 
plied by these agents. ‘The same test 
that was made for singles in Table No. 
1, on being made for families, shows 
that again Gobler is set apart from all 
others; and Masters, from the three 
poorest selectors of stable men. The 
other tests were also carried out for the 
families but are not presented here 
because they agreed with results shown 
for the analysis of the singles. At this 
point it would be possible to give an 
answer to Question 1, but let us defer 
doing so until we can answer all the 
questions at once and formulate the 
recruiting policy. 

The next question we seek an answer 
to is whether or not families are more 
stable than singles. Table No. 4 ap- 
plies the test to the families and singles 
supplied by three labor agents: (a) 
Gobler, the best selector of both fami- 
lies and singles; (b) Adams, the poorest 
selector of singles; and (c) Burns, the 
poorest selector of families. All three 
tests point to the same conclusion, 
namely, that families are not signifi- 
cantly more stable than are the singles. 
It is true that in each case a few more 
families are working than is expected on 
the basis of the average performance of 
both families and singles, nevertheless 
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Taste No. 4. CatcuLation TO DETERMINE 
WuHeETHER VARIATION IN STABILITY OF “‘SINGLES”’ 
as CoMPARED WITH “FamiLies’’ Is wITHIN 
CuHaNceE FLucTuATIONS 









































Work- | Lost & | Ship- 
Classification Item ing Quit ped 
(a) Labor Agent Gobler—Best Selector 
Singles Actual 113 194 307 
Expected 115.8 | 191.2 | 307 
Contrib. to (Chi)? .07 .04 ee 
Families Actual 13 14 27 
Expected 10.2 16.8 27 
Contrib. to (Chi)? .78 .47 1.25 
Total Actual or expected | 126 208 334 
Wins OF CE ss 5 950 dine cee heen cee ecenemawes 1.36 
ee ae Aer eee erent rer ere I 
Co ae Per eeeer errr rr. Tees) frre .25 
(b) Labor Agent Adams—Poorest Selector of Singles 
Singles .| Actual 26 507 533 
Expected : 27.8 | 505.2 | 533 
Contrib. to (Chi)? ~88 .O1 et 
Families Actual 6 75 81 
Expected , 4.2 76.8 8I 
Contrib. to (Chi)? ey .04 81 
Total .| Actual or expected 32 582 614 
Le er re: Seer parareen Fe .94 
a See Pe eer rer Perro Seer ee I 
ES ee (Se se ee) Fees ter 34 
(c) Labor Agent Burns—Poorest Selector of Families 
Singles. ...... Actual 6 19! 197 
Expected 8.8 | 188.2 | 197 
Contrib. to (Chi)? .89 .04 .93 
Families......| Actual 9 13! 140 
Expected 6.2 | 133.8 | 140 
Contrib. to (Chi)? 1.26 .06 3.38 
(.. CPs Actual or expected 15 322 337 
Li > erin er 3.33 
Value of n....]...... Serr ores > samt I 
ke ek rr rr ee Aa: .14 
. . ' 
this difference between the actual 


and the expected may arise entirely 
through chance. In the case of Gobler 
a difference as large as, or greater than, 
that shown may arise through chance 
once in every four trials. In the case 
of Adams it may occur once in every 
three trials and in the case of Burns 
once in every seven trials. Here is a 
definite case in point showing the 
superiority of this method over the usual 
type of percentage analysis. The 
concurrence of all three agents showing 
an excess of families would readily 
lead to an assumption of greater stabil- 


ity of this group even though this js 
definitely not warranted by the data, 
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The third question to be answered 
refers to the relative stability of men of 
different nationalities. 
to 3 have shown Gobler as the best 
selector of men and Table 4 has indi- 
cated that there is no real difference in 
the stability of the families as com- 
pared with the singles, only Table No, 
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TABLE 


No. 


5. CALCULATION 


Since Tables | 


TO 


showing the nationalities of the 


DETERMINE 
WHETHER VARIATION IN STABILITY OF “‘SINGLES” 
Is witHin Limits oF CHANCE FLUCTUATION 
or ASSOCIATED WITH NATIONALITY 
(Labor Agent Gobler) 








ae . Work- | Lost & | Ship- 
Nationality Item ing Quit ped 
American— 
WILE. 6650 Actual 6 12 18 
Expected : 6.6 11.4 18 
Contrib. to (Chi)? .055 032 087 
American— 
colored.....| Actual 40 71 III 
Expected ; 40.9 70.1 |11II 
Contrib. to (Chi)? 020 O12 032 
Finnish .| Actual 4 10 14 
Expected s.% 8.9 14 
Contrib. to (Chi)? -237 . 136 373 
German...... Actual I 9 10 
Expected ; 3-7 6.3 10 
Contrib. to (Chi)? 1.971} 1.158] 3.129 
Hungarian....| Actual 12 23 35 
Expected : 12.9 22.2 35 
Contrib. to (Chi)? .063 037 . 100 
Italian...... Actual 7 8 15 
Expected . 5.5 9.5 15 
Contrib. to (Chi)? . 409 . 237 646 
Re Actual 15 15 30 
Expected . II.0 19.0 30 
Contrib. to (Chi)? 1.455 .843] 2.298 
Slavish....... Actual 13 20 33 
Expected : 12.2 20.8 33 
Contrib. to (Chi)? .053 .031 084 
Russian...... Actual 9 
Expected : . 5.7 9 
Contrib. to (Chi)? .149 .086 235 
All other. .... Actual II 21 32 
Expected 11.8 20.2 32 
Contrib. to (Chi)? .054 .032 086 
2 | Actual or expected |113 194 307 
ir CGE 44 5s cicok dad wae des ax cake ob ace 7.070 
IE eS SOP Serre) Teri Ree 9 
UE Bat ch ck «kb Ge bw eee ris ws eae 63 

















singles supplied by Gobler, is here 


presented. This analysis yields a prob- 
ability factor of .63 indicating that 
variations as large as, or even larger 
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h this js an, those shown by the several na-_ those made for the other agents, nothing 
the data. nalities from the average of all the conclusive to make us either favor Poles 
answered men may occur, through chance, 63 or reject Germans in the preliminary 
of meno & times out of every hundred trials; or, selection of suitable and stable workers. 
Tables | stating it somewhat simpler, in two Table No. 6 presents a_ highly 
the best sroups of every three shipped by Gobler. interesting answer to our last question 
has indj- Even the relatively high stability of in regard to the relative honesty of 
erence in the Poles or the relatively low stability families and singles as manifested by 
as com- of the Germans, when tested against their willingness to keep at work until 
able No, the stability of all the nationalities their indebtedness to the company has 
of the exclusive of these two, is well within been paid before leaving town. We 
“ the possibilities of chance. There is, find that there is no significant differ- 
ETERMINE - ; ‘ f : 
Sincues” n the basis of this study as well as ence in the relative honesty of the 
JATION people sent out by agent Gobler, who 
" Taste No, 6, Cancutation To DeTERMINE has been shown to be the best selector 
WHETHER VARIATION IN NuMBER LEAVING ‘ 
INDEBTEDNESS AS BETWEEN “SINGLES” of honest and stable workers. It 1S 
t & | Ship ano “Famities” Is wiTHIn CHANCE tremendously interesting to note that, 
1 pe is ey ‘ ‘ 
| » hatatainarawrcae for the groups sent out by the two 
Paid | Left | Total poorest selectors of either families or 
18 n | Item Out of | Indebt-} Lost & ° ° ° - ‘ 
4 | 18 | Debt |edness| Quit singles, there is a significant difference 
032 ° 3 
between the debt-paying habit of the 
a) Labor Agent Gobler—Best Selector oe aw 
aT families and of the singles. Among 
o1a| | Actual 102 92 {1904 these two least stable groups we find 
| Expected i 99.8 94.2 |194 ‘Ks s 
| i | Contrib. to (Chi)? 05 os) .10 that the additional burden of a family 
¢ I | . . . 
136] | Actual s.| 2,|% and its correspondingly greater in- 
10 Contrib. to (Chi)? 67} 71! 1.38 = debtedness is a definite incentive to 
10 . . > . . 
158] 3 Actual or expected| 107 | 101 |208 skip town without fulfilling legal obli- 
35 Chi [: 1.48 gations. The probability that we are 
[ 35 = : . . . ° ° 
37) i fs | 23. mistaking an accidental fluctuation in 
: 25D the data for a definite tendency is but 
. Is r Agent Adams—Poorest Selector of Singles e 2 - 
37] «64 ) slightly over one chance in 100 and 
at “— ; 
30 sino | a) soak oes must therefore be discarded. 
) 30 on ». to *hi)?2 | 56 P q Ph . 7 
43) 2 ‘acai a = As a result of this analysis, and 
33 ee st Sali largely because of the particular method 
33 | Gan ; oe R st 2: = c 
31] 08 | Contrib. to (Chi)? | 3.77) 1-34 5-1 employed, we can set up a definite 
9 a a ae policy with reference to the recruiting 
9 | @ = y 
86 | ee 5-87 of labor. We have the assurance when 
| | . . . 
32 | | °r6 doing so that we are not mistaking 
32 —— ° ‘ i 
32 + aceite ‘Cnciiaiaaiiaaiaals Gebeata ak Casillas small variations in the data for tend- 
307 aa ie = encies of major importance. In other 
| Actual 52 139 IQ 
7 | Expected 42.7 | 148.3 |191 words, the chances that we may have 
9 Contrib. to (Chi)? 2.02 .58) 2.60 ° “ 
63 misinterpreted the data are mighty 
| Actual 20 III }131 ° . 
Esnecied 29.3 | 10r.7 {131 small, and our new policy will be 
| Contrib. to (Chi)? 2.95] 85| 3.80 ° 4 
s here definitely of value tothe company. As 
Actual or expected 72 250 1322 . i“ . 
a prob- | a result of this study the following 
( fe 6.40 te ‘ : 
r that | 3 recruiting policy was recommended by 
O12 . . 
larger ona the author to his client. 























Conclusions: Recruiting Policy 
Recommended 
In order that the company may 


cut its labor turnover to a minimum 
considerable sums in the 


and save 

losses arising from unrepaid advances, 
the following recommendations are 
made: 


1. Labor should be secured so far as 
possible from agent Gobler; and from agent 
Masters only when absolutely necessary. 
The other agents should not be used. 

2. As long as labor is secured from 
Gobler, no distinction need be made be- 
tween singles and families. Families may 
be brought into the mining town as far as 
necessary for sociological purposes. 

3. There is no evidence that any one 
nationality should be favored above any 
other. 

4. There is no real difference in the debt- 
paying ability of families as compared with 
singles as long as a high-type agent is used 
to secure them. The poorer the agent 
rates as a selector, the worse the family 
group becomes as a credit risk. If it be- 
comes necessary to use an agent other than 
Gobler, only singles should be secured from 
such an agent. 
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No attempt has been made to esti- 
mate the saving in dollars, which wil 
be achieved by the recommendations, 
because all the benefits of this policy 
cannot be expressed in terms of money, 
However, the effects will manifest them- 
selves in an unmistakable manner when 
the performance under the new policy is 
compared with that under the present, 
after the latter has had an opportunity 
to make itself felt. 

The value of this policy to the com- 
pany is, of course, less during a period 
of extreme depression when even poor 
labor tends to become more stable and 
labor turnoveris naturally low. Never- 
theless, the company has looked ahead 
sufficiently far into the future to see 
that unstable labor taken on during 
the depression is likely to revert to its 
old habits as soon as times improve. 
Consequently, the new policy has been 
applied, even to the smail amount of 
recruiting carried on during the depres- 
sion, with excellent results even after 
considering the effect of the depression, 
and will become most valuable with the 
return of better times. 
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A HISTORY OF THE GREAT ATLANTIC & 
PACIFIC TEA COMPANY SINCE 1878 
By ROY J. 


S has already been pointed out,! 
the second development of im- 
portance in the history of this 
mpany, during the decade beginning 


1869, was the expansion of the chain- 


| 


1572 


BULLOCK 


sippi and north of the states which 
were still suffering from the ravages of 


the Civil War and reconstruction. 


The 


extent and the rate of this development 


are outlined in the following table: 


(Stores were being operated in these cities in the years designated.) 


ir City 
Cincipnatt, CROs <5c6ccsavs 
373 Baltimore, Maryland 


Rochester, New York...............eee00: 


Ca, RIB ys oooh ec ak as wore. pes 


Source of Information 
Edwards’ Directory of the City of Chicago 
Williams’ Cincinnati Directory 
Woods’ Baltimore City Directory 
Drew, Allis & Co., Rochester Directory 


*4 Buffalo, New York.................+.++..+.++ Warren, Johnson & Co., Buffalo City Directory 
CRB I i arin dh wtp ans Keown vein nde W. S. Robinson & Co., Cleveland Directory 
Philadelphia, Pennsylvania.................. Gopsill’s Philadelphia City Directory 
Gs RANI, Na 5 oo a wi058 4 kal sk Winiwrain we ugha Gould’s St. Louis Directory 
NG FOE os ck aes cenaeas ces Sampson, Davenport & Co., Troy Directory 

75 Boston, Massachusetts...................... Sampson, Davenport & Co., Boston Directory 
Plartiord, COmmecticGt nose cc ccs cave cess Geer’s Hartford City Directory 
Milwaukee, Wisconsin..........-cceseeecees Murphy & Co., Milwaukee Directory 
Newark, New Jersey.......................+ Holbrook’s Newark City Directory 
New Haven, Connecticut.................... Benham’s New Haven City Directory 
RCE, INOW CORR s se iisscwneccd needa cesuies Francis & Stewart’s Ltica City Directory 

1876 Indianapolis, Indiana....................... Swartz & Co., Indianapolis City Directory 
Louisville, Kentucky.................+.++.++.-.+ Carson’s Directory City of Louisville 
DG. St, POND so Gass eeciae who cine haces Campbell & Davison, St. Paul City Directory 
Syracuse, New York.. Boyd’s Syracuse Directory 
77. Jersey City, New Jersey..................... Gopsill’s Jersey City Directory 
879 Bridgeport, Connecticut......... Price, Lee & Co., Bridgeport City Directory 


Pittsburgh, Pennsylvania..... 


Wy ABM, BIE onc ssciine os vben we wene 


81 Norfolk, Virginia.......... 
Providence, Rhode Island........ 
ICOM, WINING cca ds akin ce eedinwsaes 


ise of the absence of such material in the records 


*nt. The city directories of the larger cities of the United States, of whi 
naller cities for which direct 
the Great Atlant 
trade periodicals and the advertisements « 
f course, certain very definite limitations 






were examined, together with those 

i the possibility of their being attractive t 
ked wherever possible with news items in 
Information secured by these methods has, of 








f the concern itself, the following procedure was used 
hich the Library of Congress } 
ries were available and the locz 


Diffenbacher Pittsburgh Directory 
Boyd’s District of Columbia Directory 


Chataigne’s Directory of Norfolk & Portsmouth 
i 


arty GEOGRAPHICAL EXPANSION* OF THE GREAT ATLANTIC & Paciric TEA CoMPANY 


Sampson, Davenport & Co., Providence Directory 


Chataigne’s Directory of Richmond 





ic & Pacific Tea Company. Tr! 


he data secu 
f the company. 


First, it is incon plete. While 


in tracing 





nportant cities of that day were included, it is very probable that stores in other places were not discovere econd, 
the fact that an A. & P. store is listed in the directory of a city for a certain date is good evidence that such a store 
that place in the year specified, the absence of such a listing in a previous directory is not conclusive proof that a 
t exist before that date; it might merely have been left out of the directory Third, forar ber of cities, 
were not available for every year; gaps occurred, both because no directories had been published and, re 
because the files of the Library of Congress were incomplete 
nsequence the information compiled should be interpreted to mean only this: the Great Atlantic & Pacific Tea 
operating a store in the place indicated as early as the date indicated. 


re operations of the company by the 


pening of stores in most of the larger 


ies in the territory east of the Missis- 


k, Roy J., ‘The Early History of the Great 
& Pacific Tea Company,” XI HARVARD 


3 REVIEW 3, April, 1933, p. 289. 


The policies followed by the Great 
Atlantic & Pacific Tea Company in the 
1870’s were markedly different from the 
theories of chain-store expansion and 
organization which are now being fol- 


lowed by leading companies in 


the 
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field of food retailing. Gilman had 
from the beginning concentrated on 
selling tea and coffee. Growth, to him, 
meant reaching more and more people 
with these products rather than supply- 
ing a larger proportion of consumers’ 
wants. Asaconsequence ofthis policy, 
stores were scattered over an extended 
area, with only one store in a city 
except for the larger centers of popula- 
tion, but even here the number of stores 
was small.” 

The use of gifts and premiums as a 
sales-promotion device, which has been 
an integral part of tea retailing up to 
the present day, was apparently begun 
during this period. An advertisement 
of the Great American Tea Company 
in 1871 announced, “‘A holiday present 
given to each customer at all our 
stores,”> while a Great Atlantic & 
Pacific Tea Company advertisement in 
1875 included the statement, “‘Beauti- 
ful Chromos given away.”’* What the 
club plan had been to the mail-order 
business, the use of premiums appar- 
ently was tothe chain stores. Whether 
Gilman or Hartford originated the idea, 
or whether it was adapted to the tea 
trade after success in some other line 
of retailing, it is not known; at any 
rate the practice grew rapidly. The 
term ‘‘gift tea stores’? was commonly 
used, and consumers were bitterly 
condemned by trade publications for 
their gullibility in succumbing to the 
lure of the chromo and “free” chinaware 
at great cost to honest grocerymen.° 


2 By 1880 the Great Atlantic & Pacific Tea Com- 
pany had, according to city directories, more than 
one store in the following cities: 27 stores in New 
York, 4 in Baltimore, 2 in Buffalo, 2 in Chicago, 4 in 
Cincinnati, 3 in Cleveland, 2 in Newark, 6 in Phila- 
delphia, and 2 in St. Louis. 

3 New York Tribune, December 22, 1871, p. 8. 

4 Drew, Allis & Company’s Rochester City Directory 
for 1875. 

5 See Merchants Review, Vol. 21, April 4, 1890, p. 5; 
and Vol. 24, Oct. 16, 1891, p. 8. 





During this period of growth in the 
chain-store field the Great American 
Tea Company was not dormant, al- 
though its periodical advertising became 
less frequent and occupied smaller 
space, and finally stopped almost en- 
tirely. Circulars continued to be relied 
on, but the business, although not 
inactive, was eclipsed by the new 
development. 


The Gilman-Hartford Partnership— 


Increase in Stores 


On April 15, 1878, the Great Atlantic 
& Pacific Tea Company came under the 
administration of the family which has 
since guided its destinies. On that 
date George H. Hartford entered into 
a copartnership agreement? with George 
F. Gilman which gave Hartford the 
exclusive management and control of 
the business of the Great American and 
the Great Atlantic & Pacific Tea 
companies. Gilman then retired and 
lived the life of a country gentleman, 
notorious for his lavish entertainment 
and his eccentricities, until his death 
at Black Rock, Connecticut, March 3, 
1901. 

George Huntington Hartford was, 
like his patron, George F. Gilman, a 
‘“‘down-easter,”” having been born at 
Augusta, Maine, September 5, 1833. 
He received his first commercial train- 
ing in a Boston dry-goods house and 
then went to St. Louis, Missouri, about 
1858. Gilman was operating a branch 
of his leather business in St. Louis at 
that time, and Hartford was employed 





6 This partnership agreement is described in the 
Hartford Daily Courant, October 25, 1901, p. 5, and 
in the New Haven Evening Register, October 25, 1901, 
p. 13. The documents summarized in these news- 
paper accounts are on file at the office of the United 
States District Court, District of Connecticut, 
Hartford, Connecticut, the case of George H. Hartford 
v. Bridgeport Trust Company, Equity No. 1072. See 
also Hartford v. Bridgeport Trust Company, 143 
Fed. 558. 
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a salesman in that branch.’ In 1860 
. went to New York City, where Gil- 
n was completing the transformation 
his enterprise from the business of 
dealing in hides and leather to that of 
retailing tea.8 During the course of a 
w years Hartford rose from the posi- 
ns of clerk and cashier to a post of 
executive responsibility. It appears 
that from 1869 to 1878 more and more 
the control of the business was 
placed in the hands of Hartford, so that 
when George F. Gilman, after trouble 
with his relatives over the administra- 
tion of his father’s estate, decided he 
would prefer to reside elsewhere than 
New York City,” it was possible 
him to retire without misgivings 
as to the future of the undertaking 
which he had founded and in which he 
retained a half interest. 

Information concerning the history of 
the Great Atlantic & Pacific Tea Com- 
pany during this partnership (1878- 
1901) is meager. Facts are available, 
however, which provide clues as to the 
levelopment of the business. Sales 
the year 1878 were $1,000,000.!! 


See R. V. Kennedy & Co., St. Louis Directory for 
1859, pp. 187 and 215. 

* A brief biography of George H. Hartford appears 

Pierson, D. L., History of the Oranges to 1921. New 


York: Lewis Historical Publishing Company, 1922, 


\ 


[V, p. 270. The fact that Hartford served 12 
as mayor of Orange, N. J., receives much more 


attention than his business career. 


’'Trow’s New York City Directory for 1866-67 lists 
rge H. Hartford as a clerk at 35 Vesey Street, 
h was the address of one of Gilman’s tea stores. 

directory for 1867-68 designates George H. 
artford as cashier at 35 Vesey, and the issue for 

869 includes George H. Hartford, teas, 35 Vesey, 

was the way that proprietors of establishments 
listed and suggests that he had attained a 
of some dignity. 

‘The quarrel reached a climax when Gilman was 

iulted in the streets of New York by his brothers, 

hreatened to kill him. For an account of 
’s family troubles, see Hall v. Bridgeport Trust 
122 Fed. 163, and the New York World, March 


I2, 1901. 


Hartford Daily Courant, Oct. 25, 1901, p. 5. 
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A few scattered advertisements of the 
company of different dates and from 
different sources give evidence as to the 
growth in the number of stores which 
the company controlled. An adver- 
tisement in 1881 stated that 100 branch 
stores were operated in the United 
States.!2. By 1883 it was announced 
that there were 110 branch retail 
houses in this country,!* while in 1884 
the company claimed 125 stores in op- 
eration.’ Advertisements mentioned 
135 stores for 1885 and 150 stores for 
1886.'> Although the advertising of 
the Great Atlantic & Pacific Tea 
Company had not, during its earlier 
years, been characterized by conserva- 
tive statements of fact, it seems that 
these advertised figures are reasonably 
accurate. In 1881, I00 stores were 
claimed, but an examination of city 
directories reveals the existence of only 
68 branches in that year. When it is 
recognized that only a few of the smaller 
cities were included in the list of direc- 
tories examined, however, it seems 
very probable that the company ac- 
tually had as many as 32 stores more 
than were accounted for. Similarly 
in 1885, when 135 stores were men- 
tioned, 92 were listed in the directories, 
which discrepancy is not too great to 
be explained in the same way. For the 
year 1890, however, one advertisement 
states that the company had 150 stores, 


12 Chataigne’s Directory of Richmond, Virginia, 
1881, p. 498. 

13 Gopsill’s Philadelphia City Directory, 1883, p. 
647, advertisement of the Great Atlantic & Pacific 
Tea Company. 

14Chataigne’s Directory of Richmond, 
1884, advertisement p. 455; also W. S. Robinson & 
Co., Cleveland Directory, 1884, p. 244. 

15 Great Atlantic & Pacific Tea Company advertise- 
ments in Price, Lee & Co., Bridgeport City Directory, 
1885, p. 584, and Gopsill’s Philadelphia City Directory, 
1886, p. 682. 
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while another gives 200 as the num- 
ber.’ Apparently 150 stores is more 
nearly accurate, since, as will be indi- 
cated later on, the company did not 
reach the 200 mark until 1901, while the 
directories account for only 109 stores 
as definitely in existence at that time. 

In New York City the number of 
stores operated remained at approxi- 
mately 25 during all this period, the 
number listed in the directory varying 
from year to year between 22 and 27.” 
The number of branches located in any 
one city remained small. The following 
cities outside of New York had 5 or 
more in the ’go’s: Baltimore 8, Boston 5, 
Buffalo 7, Chicago 6, Cincinnati 9 in 
1890 and 2 in 1899, Cleveland 6, Phila- 
delphia 8, Pittsburgh 5. 


Increase in Kinds of Goods Handled 


During this time other grocery items 
began to be included in the company’s 
line in addition to tea and coffee. An 
advertisement in 1884 featured, “Sugars 
sold at cost.” By 1890 “A & P 
Baking Powder” and “Pure Elgin 
Creamery Butter” had been added.” 
That this policy of increasing the 
number of commodities handled began 
in these years is confirmed by John 
A. Hartford, President of the Great 
Atlantic & Pacific Tea Company, in 
his testimony before the Supreme Court 
of the District of Columbia in the so- 
called Packers’ Consent Decree case.” 


16 Advertisements appearing in Gopsill’s Phila- 
delphia City Directory, 1890, p. 742, and Boyd’s District 
of Columbia Directory, 1890, p. 437, respectively. 

1 See Trow’s New York City Directory for each year 
1878-1895. 

18 W. S. Robinson & Co., Cleveland Directory, 1884, 

. 244. 
See Holbrook’s Newark City Directory, 1890, 
advertisement on p. 501. 

20 United States v. Swift @ Company et al., 286 
U. S. 106 (1932), 52 Sup. Ct. 460. Mr. Hartford 
testified Nov. 6, 1930. A transcript of the testimony 
in this case was made available to the writer by Mr. 


In replying to the question “Do you 
recall when it (the Great Atlantic & 
Pacific Tea Company) extended its 
business from tea and coffee to include 
other groceries?” Mr. Hartford said, 
“T think it was about ’90 or ’91. We 
first got into baking powder and then 
into extracts . . .. We got into the gro- 
cery business gradually.”’ The stores 
of the company offered free delivery 
service “to any part of the city,” and 
telephones were installed as that means 
of communication developed. Pre- 
mium giving increased in importance. 

It is probable that it was during the 
late *80’s that the employment of 
peddlers driving horses and wagons and 
soliciting orders from door to door was 
begun by the Great Atlantic & Pacific 
Tea Company. An advertisement of 
1890 states that a list of grocery items 
including Thea-Nectar, A & P Baking 
Powder and Eight O’Clock Breakfast 
Coffee were “For Sale at all our Stores 
and From our Wagons.’’*! Further- 
more, in 1892 an article, on “Tea and 
Coffee Peddlers,’’?? which was occa- 
sioned apparently by the activities of 
two concerns in New York City and 
Brooklyn that are not named but were, 
in all probability, the A. & P. and the 
Grand Union Tea Company, speaks of 
the growth of this new evil and expresses 
the opinion that conditions were prob- 
ably as bad in other cities as in the 
metropolis. The peak of activity for 
this method of distribution was reached 
during the first decade of the twentieth 
century, but its origin belongs to 
the years of the Gilman-Hartford 
partnership.”* 





Frank J. Hogan and Mr. Nelson T. Hartson of 
Washington, D. C., and by Mr. Henry Veeder of 
Chicago, counsel for Swift & Company. 
21 Holbrook’s Newark City Directory, 1890, p. 501. 
22 Merchants Review, Vol. 26, Sept. 30, 1892, p. 6. 
23 There appears to be little reason for the frontis- 
piece in W. J. Baxter’s Chain Store Distribution and 
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laws of New Jersey. On the day before 
President McKinley’s second inaugura- 
tion, March 3, 1901, Gilman died 
without leaving a will. His wife had 
died six years earlier and there were no 
children. ‘To further complicate mat- 
ters, Gilman had not only quarreled 
with all his relatives but had admitted 
to his household an attractive young 
widow, Mrs. Hall, who claimed that she 
was Gilman’s adopted daughter and 
that in return for caring for him during 
his last years she was to receive his entire 
estate.”*> Gilman was believed to have 
been more wealthy than he really was; 
reports at the time of his death men- 
tioned his estate as being worth $40,- 
000,000," when its actual value was 
less than $2,000,000. Claimants to the 
estate appeared in various sections of 
the country, and the stage was set for a 
bitter and long drawn-out legal 
battle. 

Reluctance on the part of Gilman to 
put important matters in writing was 
evidenced not only by the fact that he 
died intestate but also by his failure 
to enter into a written copartnership 
agreement with George H. Hartford, 
the agreement of April 15, 1878, having 
been oral.?? Consequently, Hartford 
found it necessary to enter the litigation 
in order to establish the validity of his 
claim that he had been a partner.™ 
There was serious danger that in the 
confusion of the battle the most valu- 
able assets that Gilman possessed, the 


26 See Hall v. Bridgeport Trust Co. et al., 122 Fed. 
163, and New York World, March 7-13, 1901. 

6 See New York Journal of Commerce, March 5, 
IQOI, p. 4. 

27 Gilman’s excuse was that, at the time, he had just 
settled the controversy with his brothers over the 
estate of his father, and should it have become known 
that he was giving a half interest in his business to 
Hartford there would have been further 
See the Hartford Daily Courant, Oct. 25, 1901, p. 5. 

8 See Hartford v. Bridgeport Trust Company, 143 
Fed. 558. 


, 
trouble. 
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Great Atlantic & Pacific Tea Company 
and the Great American Tea Company, 
might disintegrate and be lost to every- 
one. A compromise was clearly in 
order, and an agreement was finally 
reached on February 20, 1902, that 
“tall of the property of the alleged co- 
partnership should be transferred to a 
corporation to be organized under the 
laws of the State of New Jersey, with a 
capital stock of $2,100,000, of which 
$700,000 was to be common stock and 
$1,400,000 preferred stock and whereby 
the entire business was to be transferred 
to said corporation in payment for said 
stock, to be issued in the following 
proportions: $1,250,000 of the preferred 
stock to be issued to the petitioners 
(the administrators of Gilman’s estate) 
and $150,000 of the preferred stock and 
all of the common stock to be issued to 
said Hartford.” Hartford also agreed 
“to purchase at the option of the 
petitioners, for cash, a sufficient amount 
of preferred stock to realize a sum 
required for the payment of all these 
creditors and other expenses of admin- 
istration at par.” 

Thus, the Great Atlantic & Pacific 
Tea Company and George H. Hartford 
passed a crisis which threatened com- 
plete chaos, the business emerging with 
a permanent corporate identity and 
with Hartford in full control. 

The controversy occasioned by Gil- 
man’s death brought to light a number 
of facts about the operations of the 
company. Sales for the year 1900 were 
$5,600,000. Profits for the 23 years 
of the partnership (1878-1901) had 
totaled $2,200,000 and, for the years 
immediately preceding its termination, 
had averaged $125,000 per annum. 
On March 3, 1901, the investment in 





2 Quoted from Jn re Gilman’s Estate, 82 App. Div. 
N. Y. 186 (1903), 81 N. Y. Supp. 713. 



































the business was $936,000. There 
were then 198 stores located in 28 state; 
and the District of Columbia, 57 of 
which were in New York State. The 
business employed 1,800 persons and | 
paid an aggregate annual rental of | 
$445,000 for property which it leased," 
From the termination of the lega 
battle®? until the year 1912, the com. | 
pany continued to expand in the direc. | 
tions already indicated during the ~ 
years of the partnership. Attheendof — 
1904 there were more than 240 stores" | 
and, although no very satisfactory | 
figures are available, it appears that by | 
1912 the number of stores operated had 
grown to more than 400.*4 


Premiums, Trading Stamps and Peddler 
Routes 


The giving of premiums had grown 
so that in 1900 the annual outlay for | 
gifts to customers amounted to $450,- 
ooo0,** and further expansion of this 
activity was facilitated by the use of | 
trading stamps. The variety of prod- 
ucts carried in the stores was continually | 





3 These figures were set forth in a bill in equity in 
the case of George H. Hartford v. Bridgeport Trust 
Company, referred to supra, footnote 6. 

31 See In re Gilman’s Estate, 82 App. Div. N. Y. 186 
(1903), 81 N. Y. Supp. 713. 

32 Decisions which ended the struggle and summarize 
the entire proceedings are: Appeal of Bridgepori 
Trust Co., 77 Conn. 657 (1905), 60 Atlantic 662; 
Hartford v. Bridgeport Trust Co., 143 Fed. 558. 

83 See Tea and Coffee Trade Journal, Vol. 7, Nov. 
1904, p. 15. 

34W. S. Hayward and P. White’s Chain Store: 
(New York: McGraw-Hill Book Company, Inc. 1925, 
p. 366) gives the number of stores operated by the 
Great Atlantic & Pacific Tea Company as follows: 372 
in 1910, 404 in 1911, 447 in 1912, and 628 in 1913. 
The source of this information is not indicated, and 
there are some discrepancies between their later 
figures and those for certain years for which official 
figures are available. 

An editorial in the American Grocer, Vol. 83, June 
8, 1910, p. 10, states that 350 stores were then oper- 
ated by the Great Atlantic & Pacific Tea Company. 

35 See Hartford Daily Courant, Oct. 25, 1901, P- 5; 
and New Haven Evening Register, Oct. 25, 1901, p- 13: 
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‘**Wanted.—A Bright, industrious man, 
to work up and take charge of a tea 
and coffee route selling Teas, Coffees, 
Baking Powder, Spices and Extracts. 
Good commission paid. Valuable 
premiums and useful articles with 
checks. Apply Great Atlantic & Paci- 
fic Tea Company.’’*® 

Bitter opposition to retailing in this 

manner developed among grocers in 
the smaller towns, and ordinances 
were enacted to hamper the _ ped- 
dlers.44 While the wagon routes served 
as a device for reaching the rural 
markets, they were also operated in 
the large cities where they supple- 
mented the company’s stores.*? Ex- 
pansion in this field continued, until 
the opening of the “Economy Stores” 
turned the development of the business 
in another direction. 


“Economy Stores” 

Early in the year 1913, the Great 
Atlantic & Pacific Tea Company en- 
tered a new phase of its development. 
It began to open retail outlets of a new 
type which were designated ‘“Econ- 
omy Stores.” The new program in- 
volved substantial modification of the 
company’s organization and operating 
methods, and its success produced the 
Great Atlantic & Pacific Tea Company 
as we know it today, not only the 
largest retail organization in the world 
but also the largest corporation of any 
kind dealing primarily in foods. 

While, under the “Economy” plan, the 
company continued to operate a chain 
of retail stores, the nature of the stores, 


Merchants Review, Vol. 47, Feb. 27, 1903, p. 7. 
41 The arrest of an A. & P. driver in Armstrong, 
Iowa, for violation of a city ordinance against taking 
orders for future delivery is reported in the American 
Grocer, Vol. 78, Oct. 1907, p. 12. 
42. The Tea ard Coffee Trade Journal, Vol. 9, Nov., 


1905, p. 265, reports that “Since May the Atlantic & 
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Pacific Tea Company have put on § city wagons and 2 
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the method of covering the market and 
the inducements offered the public 
for its patronage, all differed distinctly 
from the previous practices of the 
business. The contrast is indicated 
by an officer of the company.** “In 
our so-called ‘Economy Stores’ we do 
not make any deliveries, we have no 
telephone communication, we close the 
store when the manager goes to lunch, 
we sell strictly for cash, we give 
no premiums, trading stamps or other 
inducements. In our regular stores we 
do give trading stamps, we do make 
deliveries, we have telephones, in some 
instances’ give credit....” The 
“Economy Stores” were small, usually 
with only one attendant, and it took a 
large number of them to reach the 
full potential market of a given city. 
As a sales-promotion device, the “‘cash- 
and-carry”’ policy was substituted for 
trading stamps and premiums. 

Neither the cash-and-carry store nor 
the operation of a large number of 
units in one locality was a new con- 
ception. By 1913 the Kroger Grocery 
and Baking Company in Cincinnati and 
James Butler in New York each had 
nearly 200 stores within their respec- 
tive cities, while in Philadelphia the 
Acme Tea Company operated more 
than 200 stores. Selling for cash only 
was the rule among grocery chains at 
that time, although there were numer- 
ous exceptions to it. The requirement 
that customers provide their own de- 
livery service was not so common as the 
strictly cash policy, but stores com- 
bining both the cash and the carry 
policies were by no means rare. Never- 
theless, the A. & P. did more than 
shift to the methods already being 





43 Letter from the Great Atlantic & Pacific Tea 
Company to the Cream of Wheat Company, Feb. 3, 
1915. See Cream of Wheat Case, Transcript of 


Record. 


followed by successful chain-store oper. 
ators. The “‘Economy Stores” were 
more than cash-and-carry stores. 
Conditions favored the innovation, 
During the years immediately preced. 
ing it, the rise in the cost of living had 
become a matter of intense popular 
interest and widespread resentment, 
The question had been investigated 
by both Federal and state govern. 
ments.** In the presidential campaign 
of 1912, which had just drawn to a 
close as the experiment was begun, the 
cost of living had figured as a major 
issue. ‘The new stores offered vivid and 
convincing evidence that it should be 
possible to distribute food through them 
at low cost. Their small size, limited 
inventories and one-man operation were 
apparent to everyone. ‘The renuncia- 
tion of premium-giving at a time when 
most grocery chains, whether cash-and- 
carry or otherwise, relied heavily upon 
trading stamps, appealed to a public 
which was beginning to realize that 
such devices did not offer a means of 
getting something for nothing, and 
which was primarily interested in get- 
ting the maximum quantity of food for 
each dollar expended. ‘The impression 
made by the difference in the appear- 
ance and operating methods of the 
stores was confirmed by the prices 
which were offered. While the A. & 
P. had always been regarded by the 
grocery trade as a price cutter, the 
reductions that attended the opening 
of the “Economy Stores”’ led to renewed 
protests and indignation. ‘The Cream 
of Wheat Case, previously referred to, 
arose because that well-known cereal 
was sold in the new stores at 1I2¢ 
a package as compared to 14¢, the price 





44 For example, see United States Senate, Wage 
and Prices Investigation, 1911, Vols. I-IV; New York 
State Food Investigation Commission, Markets and 
Prices, 1912. 
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in a locality, many additional outlets 
had to be established. At the time 
the new program was undertaken, the 
largest number of stores operated in 
a single city outside of New York, 
according to the city directories, was 
14 in Cleveland, Baltimore following 
with 12. Having decided upon the 
new policy, however, stores were added 
with remarkable speed. The rate of 
expansion was particularly impressive 
in Boston. The city directory for 
1914 lists 6 A. & P. stores.** The 
Grocers Magazine,* published in Bos- 
ton, announced that the Great Atlantic 
& Pacific Tea Company was planning 
to open 200 one-man stores in Boston 
and vicinity, that they already had 
23 stores in Boston, and that a Boston 
office had been established. The same 
periodical for November, 1914 (p. 22), 
reported that there were then 88 A. & P. 
stores in Boston and that the number 
was to be increased to 100 by January 
I, 1915. The company itself declared 
on February 3, 1915, that ‘‘in Boston 
alone we put in 95 ‘Economy Stores’ 
within 6 months.”’™ 

In 1913 the Great Atlantic & Pacific 
Tea Company opened its 5ooth store, 
at Woonsocket, Rhode Island, on the 
company’s 54th anniversary,®! and on 
January 1, 1914, there were 585 stores 
in operation.®? The letter of February 
3, 1915, referred to just above, states: 
“We are operating at present 938 
branch stores. Of these, 554 are run 
under what we call our ‘Economy 
Plan’. . . . Our §54 ‘Economy Stores’ 
have been opened in a period of less 

4 Sampson, Murdoch & Co., Boston Directory, 1914, 
p. 2325. 


4 June, 1914, p. 9. 

5% Cream of Wheat Case, Transcript of Record, 
p. 17. 

51 Printers’ Ink, Dec. 11, 1913, p. 116. 

52 Federal Trade Commission, Growth and Develop- 
ment of Chain Stores, p. 76, Table 4. 
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than two years.” By April 3, 1915, 
the number of “Economy Stores” 
had grown to “upwards of 670” and 
the total stores operated to “more than 
1,000.’"°% The company in June, 1916, 
announced that it had over 2,100 
grocery stores in 29 states and in 
April, 1917, had more than 3,100 
units.°* As the number of outlets 
expanded, sales volume increased from 
$31,299,124 in 1914 to $44,441,199 for 
1915 and $76,430,565 for 1916.*° 

The Great Atlantic & Pacific Tea 
Company had, from the beginning, 
financed itself entirely out of earnings. 
In order to continue its new program, 
however, it became necessary for the 
company to obtain additional capital 
through the sale of securities. In 
1916 the New Jersey corporation was 
succeeded by the Great Atlantic & 
Pacific Tea Company, a New York 
corporation; and the capital structure 
was modified to permit the authoriza- 
tion of $5,000,000 of 5-year 6% 
convertible notes. Of these notes, $3,- 
000,000 were sold at 102 in June, 1916, 
and in April, 1917, the remaining $2,- 
000,000 were disposed of at the same 
figure. The purpose of the issue was 
announced by the company as follows: 
“While the company has sufficient 
capital to carry on present operations, 
it is deemed advisable to occupy new 
fields, open new stores and utilize organ- 
ization to its fullest capacity. The 
proceeds of these $3,000,000 notes are to 
be used for development and expansion 
of our ‘Economy Stores’ in sections of 
the country thus far uncovered.” 


53 Cream of Wheat Case, Transcript of Record, 
pp. 2 and 5. 

54 Commercial € Financial Chronicle, Vol. 102, 
June 17, 1916, p. 2257, and Vol. 104, April 28, 1917, 
p. 1706. 

85 Jbid., Vol. 104, April 28, 1917, p. 1706. 

56 For details of this financing see Commercial & 
Financial Chronicle, Vol. 102, June 17, 1916, p. 2257, 
and Vol. 104, April 28, 1917, p. 1706. 
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With this intensive and rapid devel- 
opment of the “Economy Stores,” 
the A. & P. established itself in the 
first rank of American business jp- 
stitutions. Its rate of expansion con- 
tinued so that the lead it secured 
over all competitors during the years 
1914, 1915 and 1916, when the number 
of its stores increased from 585 to 3,100 
and its sales from $31,000,000 to 
$76,000,000, has never been threatened, 
In 1920 the company had 4,544 stores 
with sales of $235,302,887. By 1925 the 
business had grown to 14,034 stores and 
sales of $440,023,100, while in 1930 its 
15,737 retail units sold merchandise 
to the value of $1,065,806,885.°7 


Conclusion 


The most impressive characteristic 
of the history of the Great Atlantic & 
Pacific Tea Company is the evidence 
found on every hand that it is the 
history of the development of an 
institution. The company, as it ex- 
ists today, represents more than the 
handiwork of a man of genius, and it 
is certainly more than the result of 
the successful exploitation of an idea. 
Instances of individuals who, as the 
result of their own exceptional qualities, 
have built great businesses which sur- 
vive and remain virtually unchanged, 
as monuments to their founders, are 
almost a commonplace in the United 
States of America. Frequent, also, 
are the occasions in which the carrying 
out of a particular idea or theory has 
been, either through exceptional fore- 
sight or sheer luck, the basis for large 





57 No examination of the recent history of the 
company is inciuded in this study. The current 
problems and future outlook of the A. & P. depend so 
largely upon an analysis of the entire chain-store 
grocery field and of the chain-store problem in general 
that such an appraisal can best come after the com- 
pletion of the more comprehensive investigation of 
which this article represents only a part. 
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| long-continued commercial success. 
(he Great Atlantic & Pacific Tea 
ipany today is much more than 

ruition of the labors of George F. 
man. Rather than being the result 


exploiting an idea, its history is one 


successfully developing and then 
irding a succession of different 
ioccasionally conflicting ideas. ‘The 

te of its progress has been adapta- 
ty. Although the ebb and flow 
the tides of economic change have 
cked many enterprises and have 


isolation, 
ridden 


left others to stagnate in 
this concern has consistently 
the crest of the wave, appearing, on 
occasion, even to anticipate the action 
of the elements. For a business to 
survive its founder is not an everyday 
occurrence. For it to exist for 73 
years, in a country as young as our own, 
is an achievement. For an enterprise 
to retain its place in the vanguard, 
to remain a pioneer, to follow economic 
trends without following ruts, is al- 
most without parallel. 





COMMON-STOCK SPLIT-UPS—MOTIVES 
AND EFFECTS 


By JAMES C. DOLLEY 


HE frequency with which stock 

splits have occurred in the past 

decade suggests that the practice 
affords definite advantages at certain 
times. Since the initiative in splitting 
shares rests with the corporate manage- 
ment, it would be expected that the 
advantages sought would redound to 
the benefit of the corporation or to its 
controlling stockholders. It is not 
likely that the wishes of the small and 
relatively powerless shareholders would 
be seriously considered—assuming that 
these shareholders had any wishes in 
the matter, which is quite improbable. 

Ina previous issue of this publication, 
the author! dealt with the character- 
istics of stock split-ups, their history 
and classification, the procedure of 
stock-splitting, and problems connected 
with the exchange and transfer of 
the resulting stock certificates. 

With a view to ascertaining the 
general motives behind common-stock 
split-ups, the following query was 
placed in the questionnaire mailed out 
to 88 corporations: “‘What were the 
general objects of the management in 
splitting the stock?’”? The consensus 
of replies indicated clearly that the 
primary objective in most stock splits 
was a wider distribution of the corpo- 
rate shares among stockholders.? This 

1 Dolley, James C., “Characteristics and Procedure 


of Common-stock Split-ups’’, x1 HARVARD BUSINESS 
REVIEW 3, April, 1933, p. 316. 

2 A total of 36 replies to this question were received, 
of which 33 stated that the primary object was to 
increase the marketability of the common stock and 
thus to bring about a wider distribution of the shares. 
Other reported motives were: to lower the dividend 
rate per share, to list the stock, to facilitate subse- 
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was to be accomplished, presumably, 
by reducing the market value per share 
and thus facilitating trading, as well 
as by increasing the absolute number 
of shares outstanding. A wide distri- 
bution of corporate shares among the 
public is desired chiefly because of its 
greater advertising value. A growing 
group of stockholders can be expected 
to create goodwill toward the corpora- 
tion, thus widening the market for its 
products and lessening the danger of 
adverse legislation. Presumably, also, 
a wide diffusion of stock ownership 
leads to a steadier volume of share 
trading, hence to a truer and more 
stable market price, which tends to 
improve the general credit rating of the 
corporation. 


Low-priced versus High-priced Shares 


That the absolute increase in the 
number of common shares resulting 
from a split-up tends to widen stock 
ownership cannot be questioned. ‘The 
theory that a reduction in share values 
will lead to this result is based upon 
the assumption that low-priced stocks 
are more actively traded than high- 
priced stocks and that this greater 
activity tends to distribute the shares 
more widely among the public. Obvi- 
ously, fewer people are in a position to 
buy and own a $500 share than a $100 
share, and still fewer can trade in 
shares selling at $1,000. It would be 
expected, therefore, that in the case 





quent sale of stock via stock rights, to create goodwill 
toward the corporation, to prepare for a proposed 
merger, and to change from par to no-par stock. 
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most stock split-ups the common 
shares would have been relatively high 
priced just prior to the split-up and 
the split ratio would have been 
igned to reduce the market price 
the stock to some optimum trading 
size. Table I, summarizing data on 
103 split-ups for which complete price 
quotations were obtained, bears out 
this expectation. Approximately 87% 
the stocks are seen to have been 


Taste I. Cuassiryinc 103 Common STocks ON THE 
Basis OF Market Price Just Prior To Spuit-up 





Market Price of Old | Number of | Per Cent of 
Stock Prior to Split | Stocks | Total Number 











| 

Under $100 13, | 12.6 
$100-$150 27 | 26.2 
$150-$200 | 31 Cid 30.1 
$200-$250 II | 10.7 
250-$300 | 8 7.7 
$300-$350 6 5.8 
$350-$400 | 2 | 1.9 
$400-$900 5 5.0 

| PPrerr re ere er 103 | 100.0 

Taste II. Cuassiryinc 103 Common STOCKS ON THE 


Basis oF Market Price Just Prior To Spuit-up 
DivipED BY THE Spuit Ratio 





Per Cent of 


| Total Number 


Range of Market 
Prices* Prior to Number of 
Split-up Divided by | Stocks 
Split Ratio 








$ 10-$ 25 | 5 4-9 
$25-$50 | 39 37.8 
$ 50-$ 75 28 27.2 
$ 75-$100 23 42.3 
$100-$125 5 4.9 
$125-$150 fo) 0.0 
$150-$175 | 3 | 2.9 
WORM cx Peeve we ae | 103 100.0 





preference for having shares priced from $25 to $100 
te vident. Of the 103 stocks, the lowest-priced share 
wing split-up was that of the Tobacco Products Com- 
which was reduced from a price of 9554 to about 1934 
ive-for-one split. The highest-priced share following 
p was that of E. I. du Pont de Nemours and Company 
h was reduced from 320 to about 160 by a two-for-one 
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selling at more than $100 per share just 
before split-up.® 

Table II affords some idea as to the 
share prices which were presumably 
regarded as optima for trading pur- 
poses. ‘These prices were obtained by 
dividing the last quotation on the old 
stock, prior to trading in the new shares, 
by the split ratio. 


Tasie III. Cuassiryinc tHe Spit Ratios oF 
174 Common-stock SpLit-ups* 





| Numberof} Per Cent of 


| 
. ° | 
Ratio of Split-up Split-ups | Total Number 








l l 
116 for 1 I 0.6 
2 fert | 44 | $5.2 
214 for 1 14 | 8.4 
23¢ fort 1 | 0.6 
22 for! 1 | 0.6 
3 fort | 15 | 8.6 
34 for I I 0.6 
3.35 for! I 0.6 
34 fort 1 | 0.6 
4 for! | 60 34.4 
5 fort 22 12.6 
8 for! 4 | 2:3 
10 for 1 > i 4.1 
40 for! | I 0.6 
3,500 for 1 | I 0.6 
Bans ck os setae 174 | 100.4 





* This tabulation includes 71 split-ups for which price 
quotations on common stocks were not obtained, in addition 
to the 103 splits classified in the two preceding tables. The 
smallest split ratio, one and one-half for one, was that of the 
Monsanto Chemical Works in 1927. The two largest split 
ratios were those of the A. P. W. Paper Company, Inc., 
split-up in 1926, and the Cuba Company split-up in 1923, 
the former ratio being 40 for one, and the latter, 3,500 for one. 
A seeming split-up of the Crosley Radio Corporation of 300 
for one, upon investigation, proved to have involved changes 
in the capital structure. The Cuba Company split is pecu- 
liarly interesting, as it involved a shift from 160 shares o 
$50,000 par value each to 560,000 no-par-value shares. 


The variations in the ratios of split- 
up by means of which these lowered 
market prices were realized are pre- 
sented in Table III above. 

The presumption that 
shares are more actively traded than 


low-priced 





3 The highest-priced stock prior to splitting was 
that of the S. S. Kresge Company which was selling 
at $800 and was split ten for one, and the lowest- 
priced stock prior to splitting was that of the Porto 
Rican Tobacco Company which was selling at $61 
and was split two for one. 
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-_priced shares is partially tested 
fable IV. This tabulation pre- 
the volume of trading in twelve 
taken from the sample, by 

ds of four weeks each for a space 

24 weeks prior to the split-up and 
24 weeks subsequent to the split-up. 
[he 24 weeks prior to the split-up were 
asured backwards from the week in 
the new shares were first regu- 
traded; the 24 weeks subsequent 

the split-up were measured for- 
is from and including the week in 

h the new shares were first traded. 
Where the old and new shares were 
ied simultaneously, the volume of 
ading in each security is shown 
parately. It should be clear, then, 
it the volume of trading during the 
d prior to the split-up represents, 

ept for ““when issued” transactions, 
ling in old shares; whereas the 
ime of trading during the period 
wing the split-up represents largely 
ling in new shares. In order to 
out the trading in high-priced as 

| as low-priced shares, the first four 
ks listed were selected from those 

h were selling at less than $100 

to split-up, the next four from 
which were selling at from $100 
$200 prior to split-up, and the last 
from those which were selling at 

re than $300 prior to split-up. The 
tes recorded under each tabulated 
< are the dates on which the stock- 
lers approved the split-up in each 
tance; actual trading in the new 
ires began from two to eight weeks 


Effect of Split-ups on Trading Activity 
it is obvious, of course, that twelve 
Ks constitute too small a sample to 
it of definite conclusions as to the 
of split-ups on trading activity, 
icularly since the trading position 
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of individual stocks varies widely from 
time to time, and since general trading 
activity on the Stock Exchange fluc- 
tuates greatly from season to season 
and year to year. However, it is 
probable that the experience of these 
stocks is fairly typical since they repre- 
sent a wide variety of trading years, 
split ratios, and selling prices of old 
shares. Inspection of Table IV sug- 
gests the following conclusions. 

In the first place, it is evident that 
there is a marked tendency for the 
volume of trading to increase just prior 
to and subsequent to the first regular 
trading in the new shares. Appar- 
ently, a split-up provides an immediate, 
though temporary, stimulus to trading. 

In the second place, it can be seen 
that the larger split ratios tend to pro- 
duce the greatest relative increases in 
trading activity. This is quite evi- 
dent in comparing the experiences of 
Eastman Kodak and Commercial Sol- 
vents, which represent ratios of ten 
for one, with Studebaker and United 
Cigar Stores, both of which were split 
two and one-half for one. 

In the third place, split-ups of the 
higher-priced shares appear to increase 
the volume of trading much more than 
do split-ups of the lower-priced shares. 
The trading activity of the second 
group of stocks, selling at from $100 to 
$200 prior to splitting, increased rela- 
tively much more than did that of the 
stocks originally selling at less than 
$100. ‘The stocks selling at more than 
$300 before split-up revealed an even 
greater proportionate increase in trad- 
ing activity. This would seem to 
suggest that there is an optimum price 
at which individual stocks will be most 
actively traded and that, if the market 
price of any stock is reduced too much 
by a split-up, the volume of share trad- 


ing will actually decline. Such would 
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seem to have been the case with the 
Studebaker split-up of 1924. 

In the fourth place, it is apparent 
that most split-ups tend to increase the 
absolute number of shares traded. 
With the single exception of the Stude- 
baker split in 1924, every tabulated 
stock displayed this tendency, although 
in widely varying proportions. Fi- 
nally, it seems evident that, as a rule, 
a split-up cannot be expected to in- 
crease trading activity in proportion 
to the split ratio. If the number of 
new shares traded is divided by the 
split ratio in each case, so as to present 
the volume of new-share trading in 
terms of old shares, it will be found that 
in only three cases was the trading 
activity following split-up greater 
in terms of old shares than before the 
split. This experience contradicts the 
general impression that, since a split- 
up multiplies the number of shares in 
the floating supply of a stock, it should 
result in a somewhat proportionate 
increase in the number of shares traded. 


Increased Distribution of Shares 


Granting, however, that stock-split- 
ting does tend to increase trading 
activity, it remains to be seen whether 
the practice leads to the desideratum 
of a wider distribution of corporate 
shares in the hands of the public. 
Since the split-up multiplies the abso- 
lute number of shares outstanding and 
at the same time brings the market 
price per share within the reach of 
many small investors, it would be 
expected that the number of stock- 
holders would materially increase fol- 





4These three stocks were Chesapeake and Ohio, 
Commercial Solvents, and Eastman Kodak, the latter 
stock displaying by far the greatest proportionate 
increase. In three other cases, North American, 
Public Service Corporation of New Jersey, and Stude- 
baker, the volume of trading after split-up was con- 
sistently lower in terms of the old shares. 





lowing the split. Such increase could 
not be expected to show up at once, of 
course, but should be evident within 
a period of, let us say, a year. Ip 
order to secure actual data on this im- 
portant point, the following request was 
included in the questionnaire mailed 
to 88 corporations: “‘How many indi- 
vidual common shareholders did the 
corporation have just prior to the split- 
up? Six months after the split-up? 
One year after the split-up?” The 
figures reported in 38 specific replies 
are presented in Table V. 

In interpreting these figures, it should 
be remembered that the increases in 
numbers of shareholders cannot be 
attributed wholly to stock splitting, 
since many corporations sold additional 
stock or issued rights and/or stock 
dividends during the one-year interval 
following the split-up. With the single 
exception of the Interlake Iron Cor- 
poration two-for-one split of 1926, and 
the American Commercial Alcohol two- 
for-one split of 1929, each of the 38 
split-ups listed was followed by a ma- 
terial increase in the number of stock- 
holders within a year. The greatest 
relative increase occurred in the case of 
the Rossia Insurance Company split- 
up of four for one in 1922, where the 
number of stockholders grew from 19, 
prior to the split, to 1,517 within a 
year. There was some tendency dis- 
played for the larger split ratios to pro- 
duce a greater increase in the number 
of shareholders, this being particularly 
evident in the Commercial Solvents 
split-up of ten for one in 1929, where 
the number of stockholders increased 
from 1,200 to 12,000 within a year. 
It is interesting also to note that, in 
most cases, the greatest portion of the 
increase in number of stockholders was 
realized within six months of the split- 
up. Clearly, it must be concluded 
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at stock splitting tends definitely 
vard a wider distribution of cor- 
rate ownership. Whether this effect 
sults from the absolute increase in 
mber of shares outstanding or from 
e increased marketability of the 
stock, it is impossible to say; undoubt- 
y both factors play some part. 
In addition to the primary object of 
vider stock ownership, other possible 
tives for stock splitting have been 
lvanced. As stated earlier, these in- 
clude the desire to conceal a high 
lividend rate, to facilitate future capi- 
financing via sales of stock, to 
ve the way for a proposed merger, to 
se the stockholders, to permit list- 
of the stock, to change from par- to 
par-value shares, and to permit 
nipulation by insiders. 


Desire to Conceal High Dividend Rate 


has been stated that many stock 
-ups are motivated wholly or in 
the desire to conceal a high 
ividend rate per share or, what 
unts to the same thing, to pay more 
vidends without attracting attention. 
There is a general feeling that an 
essively high dividend rate works 
the disadvantage of the corporation 
two ways. In the first place, the 
iying public, knowing that attractive 
fits are being earned by the corpo- 
ration, tends to boycott the corporate 
roducts on the theory that excessive 
rices are being charged, or, possibly, 
be negligent about paying for goods 
rchased on account. ‘This prejudice, 
pecially in the case of public utilities, 
proceed so far as to stir up agita- 
for some governmental price regu- 
tion. In the second place, a high 
vidend rate advertises high corporate 
fits and constitutes an open invita- 
for other concerns to enter the field 
npetition. 


part by 


TaBLe V. SHowinc NumBers or Common Srtock- 
HOLDERS OF 38 CORPORATIONS PRIOR TO AND 
FoLtLowinc THE Date or SPLit-uP 





| 
N ood Number| Number 
umber lof Stock-|of Stock- 








Corpors ati yn, 4 ders | _— jers | holders 
Date of Split-up, ae One 
and Split Ratio P; Just Months Year 

ri afines After After 
| Split-up | : 
| | | Split- up i Split-up 

7 ‘ | | 
Air Reduction, 1928, 3-1 .| 2,500 | 3,500) 3,900 
American Bank Note, | | | 

1925, 5-1... Sa S008 Fiskcics 3.454 
American Brake Shoe, | | 

1927, 4-1 ; 00 Es iseeds 2,239 
American Com. Alcohol, 

1929, 2-I Practically no change 
American Ice, 1927, 4-1 ..| 600 2,000] 3,000 
American Snuff, 1929, 4-1 2,176 2,613} 3,082 
Borden, 1925, 2-1 ; 4,307 ; | 4,805 
Borden, 1929, 2-1... 10,075 13,522| 20,560 
Canadian Pacific, 1930, } 

4-1 aa aveee 2 63,000 73,000 75,000 
Chesapeake & Ohio, 1930, 

4-I er ‘ 7,658 9,482 11,549 
Columbia Gas & Electric, 

1929, 244-1 , |; 21,681 26,817) 36,721 
Com. Invest. Trust, 1929, | | 

ee ae ae! ree Doubled| Trebled 
Commercial Solv ents, 

1929, I0O-I . I,200 8,000) 12,000 
Cudahy Packing, 1926, 

2-1 eS: aps 1,486 2,154 2,292 
du Pont, 1926, 2-1..... 4,586 6,092; 6,863 
du Pont, 1928, 344-1... 8.374 17,610| 26,548 
General Electric, 1927, 4-1| 49,882 78,320| 107,062 


General Motors, 1927, 2-1} 33,789 49,631 48,471 
General Motors, 1929, 














ee Pe Perr er rer 48,169 | 102,306] 176,693 
Interlake Iron, 1926, 2-1 822 134 661 
Interlake Iron, 1929, 4-1 6390 1,377| 1,584 
Inter. Business Machines, | 

1926, 3-I 1,400 I, 650) 2,850 
Libby-Owens-Ford Glass, 

SOGG, OE.. cadawassseewa 1,850 2,835) 3,030 
Lima Locomotive, 1922, 

2-1 ; ae 550 1,174 1,200 
McCall Corporation, 1926, 

4-1 ‘ 479 580 603 
McCall meeeeeite 1929, 

2-1 8 SNES 8390 061) 980 
National Tea, 1925, 3-1 510 845 882 
Ohio Oil, 1930, 2-1 | 8,281 25,3608 26,500 
Pacific Gas & Electric, | | 

1926, 4-I 13,308 15,794 16,513 
Public Service Corp., 1923, 

2-1 , 2,370 2,567 2,834 
Public Service Corp., 1926, | 

3-1 , j | 8,452 11,148) 13,620 
Rossia Insurance, 1922, | 

4-1 v 19 1,227 1,517 
Rossia Insurance, 1929, 

246-1 ' 1,250 2,902 4,708 
Sears, Roebuck, 1926, 4-1.} 5,630 7,888 8,025 
— xas Gulf Sulphur, 1926, | | 

| 1,950 5,300} 8,500 

Tide Ww ater Oil, 1925, 4-1 | 3,120 3,294} 1,500 

United Fruit, 1926, 244-1 | 20,723 23,685 24,497 
F. W. Woolworth, 1929, | | 

2k¢-1.. azine | 10,878 | 19,416] 25,613 





desire to conceal a high 
dividend rate is at times a motive for 
stock splitting appears evident. ‘This 
is not a factor, probably, in the case 
of split-ups from par to par shares 
where the dividend rates continue to 
be expressed as a percentage of the par 
value. Of 36 questionnaire replies re- 


That the 
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ceived, two stated explicitly that this 
was one of the objects in splitting their 
stocks.° To test this point somewhat 
further, the dividend record of each of 
the 174 stocks composing this sample 
was carefully checked in the corpora- 
tion manuals with a view to discovering 
whether or not the effective dividend 
rate per old share was increased follow- 
ing the split-up. In making this com- 
parison, the dividend rate paid per 
share on the new stock following a 
split-up was converted into terms of 
the old shares. Thus, if a corporation 
continued to pay an annual dividend 
of $4 per share following a two-for-one 
split-up, it was held that the effective 
dividend rate per old share had been 
raised from $4 to $8. 

Of the 166 stocks for which dividend 
records were obtained, 7 were paying 
no dividends prior to or immediately 
following the split-up. In 96 cases 
the effective dividend rate per old share 
was raised immediately after the split- 
up; in 52 cases the effective rate re- 
mained unchanged; and in II cases 
the effective rate was lowered immedi- 
ately after the split-up. The greatest 
relative increase in effective dividend 





5 W. H. Woodin, President of the American Car and 
Foundry Company, in a printed letter mailed to the 
stockholders under date of February 20, 1925, stated 
among other advantages of the proposed split-up: 
“) . . (c) It will aid the company in handling its 
business. Consumers are prone to assume that a 
company that can maintain a 12% dividend rate on 
its common stock, can afford to sell its product at a 
lower price than its competitors less fortunately 
situated—and can also afford to wait longer for pay- 
ment for its product.” 

The American Smelting and Refining Company, 
in a letter to its stockholders under the date of 
December 18, 1928, explaining why they should vote 
for the proposed split-up, stated among other things: 
**. . . (2) The payment of large dividends per share 
is poor policy. The general attitude of outsiders 
toward a corporation paying a large dividend rate per 
share is in many respects more adverse because of 
the exaggerated notions engendered as to the size 
of the earnings.” 





rate occurred in connection with the 
A. P. W. Paper Company split-up of 
40 for one in 1926, where the dividend 
rate per old share was raised from $20 
per year to $80 immediately following 
the split. In many instances the 
initial increase in the effective dividend 
rate was followed by one or more 
additional increases within a year after 
the split-up. Of the 11 cases involving 
a reduction in the effective dividend 
rate following a split-up, the greatest 
relative reduction occurred with the 
Standard Oil Company of New York 
split of 1922, in which the effective 
rate was lowered immediately from $16 
per year to $5.60.? The relatively 
large number of cases in which split-ups 
were followed by increases in _ the 
effective dividend rates does not, of 
course, prove that it was an object in 
these splits to conceal a high dividend 
rate, for the dividends which were 
being paid prior to the split-ups might 
have been quite modest. The pre- 
sumption is, however, that in many 
cases the concealing of a high dividend 
rate was a motive for the split-up and 
that in many other instances the 
directors made use of the split-up as a 
convenient method of raising the old 
dividend rate. 


Other Motives for Stock Splitting 


The facilitation of future capital 
financing via sales of common stock 





6 Other large increases in the effective annual divi- 
dend rate per old share were: the American Loco- 
motive Company split-up of 1923, from $6 to $12; 
the American Metal Company split of 1922, from $4 
to $10; the Cuba Company split of 1923, from $5,000 
(last paid in 1920) to $14,000; Eastman Kodak 
Company split in 1922, from $30 to $50; Eureka 
Vacuum Cleaner Company split in 1925, from $4 to 
$10; General Railway Signal Company split in 1925, 
from $8 to $25; and the Superheater Company split 
in 1929, from $6 to $12.50. 

7 Other material reductions in the annual effective 
dividend rate per old share occurred after the Chica- 
sha Cotton Oil Company split-up of 1928, the rate 
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third possible motive for stock 
ting. A preparatory split-up of 
ymmon stock facilitates a success- 
ssuance of stock rights in two ways: 
wers the subscription price of the 
stock, thus permitting more small 
vestors to exercise their rights, and 
tends to increase the number of 
ckholders who may be solicited.® 
Undoubtedly, some stock split-ups 
indertaken to pave the way for an 
ticipated issue of stock rights. Both 
Chesapeake and Ohio Railway 
Company and the Lima Locomotive 
Works, Inc., reported in questionnaire 
lies that one of the objects in 
tting their stocks was the prospec- 
ve selling of new stock to their 
ireholders. A careful checking of 
histories of the 174 stocks con- 
tituting this sample indicated 20 cases 
| which issues of stock rights followed 
thin six months of the stock split-up.® 
Che desire to pave the way for a 
posed merger constitutes a fourth 
sible motive for stock splitting. 


» reduced from $50 to $30, and the Link Belt 
pany split-up of 1929, the rate being lowered 
$14 to $8.04. 

In case either new stock released from the pre- 

e right or treasury shares were to be sold to the 

through investment-banking channels, the 

ed market price of the shares following a split-up 

mably would render the stock more salable to 

nvestors. The Procter and Gamble Company, 

the time of authorizing its split-up in 1929, secured 

its stockholders the release of 250,000 shares of 

tock from the preemptive right and entered at 

) a contract with New York bankers to sell 

150,000 of these shares at 6623. At times, the 

s take advantage of the reduced share values 

a split-up to dispose of treasury-stock 

An examination of the corporate balance 

before and after the 174 stock split-ups con- 

ng this sample, indicated that in three cases 

ntial amounts of treasury stock were disposed 
a year following the split-up. 

ne of these cases, that of the Borden Company 

1925, the stockholders were given two 

f stock rights within nine months after the 

) cases, § other instances 

issued 


In addition to these 2 


ind in which stock rights had been 


a year following the split-up. 


COMMON-STOCK 


It is often advisable to reduce the share 
value of the common stock in order to 
facilitate an exchange of stock for 
that of the company about to be 
merged. The Ohio Oil Company, in a 
printed letter mailed to its stockholders 
under date of July 9, 1930, notifying 
them of a plan to split up the common 
stock, stated that one of the proposi- 
tions to be considered at the forth- 
coming stockholders’ meeting was a 
proposal to merge with the Trans- 
continental Oil Company. Subse- 
quently, it was decided to take over the 
assets and liabilities of the latter corpo- 
ration on the basis of exchanging four- 
sevenths of one new share of Ohio Oil 
Company common for each share of 
the Transcontinental Oil Company 
common. A careful checking of the 
histories (as reported in the corporation 
manuals) of the 174 stocks composing 
this sample revealed that in 36 cases 
the merger of one or more companies 
followed within a year after the split- 
up. In many of these instances, the 
companies absorbed were relatively 
small and, in themselves, probably did 
not warrant a preparatory split-up. 
In some cases, however, the proposed 
merger of a large concern evidently 
was a primary factor inducing the 
split-up. 

The desire to please the common 
stockholders supplies a fifth possible 
motive for stock splitting. Most stock- 
holders are inclined to regard a split-up 
as a sort of “melon cutting” or special 
dividend, evidencing the prosperity of 
their corporation. Further, there is 
some subtle flattery merely in multi- 
plying the number of shares owned by 
each stockholder, the average person 
preferring to own ten $10 shares of 
stock rather than one $100 share. It 
is also possible that the stockholders 
more tangible ad- 


might realize a 
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vantage from a split-up in the form of a 
greater aggregate market value of their 
shareholdings following the split, of 
which more will be said presently. 

In some few instances, a stock issue 
is split up in order to list the shares 
on a stock exchange. The American 
Commercial Alcohol Corporation 
stated, in a questionnaire reply, that 
its split-up of 1929 was effected pri- 
marily because “‘the Listing Committee 
felt that more shares should be out- 
standing.”’ Likewise, the Interlake 
Iron Corporation stated that one of 
the reasons for its split-up in 1926 was 
to make the stock “more acceptable 
for listing on the New York Stock 
Exchange.” In all cases where it is 
proposed to list a stock on a security 
exchange, and the listing committee 
objects to the small number of shares 
outstanding, a stock split-up will un- 
doubtedly offer a ready solution of the 
difficulty. 

The desire to shift from par- to no- 
par-value shares, or vice versa, has been 
advanced as a seventh motive for 
stock splitting. The Public Service 


Corporation of New Jersey, in writing . 


to its stockholders concerning the split- 
up of 1923, indicated that one of the 
reasons for the split-up was to effect 
a change from par- to no-par-value 
shares. It is, of course, obvious that a 
shift from par to no-par shares can be 
effected without involving a split-up; 
consequently it can scarcely be alleged 
as a specific motive for stock splitting. 
However, if a stock split is contem- 
plated, the splitting process affords an 
excellent opportunity for changing to 
no-par stock, or vice versa, at the same 
time. It is interesting to note that, of 
the 174 stock splits composing this 
sample, 61 involved a change from 
par to par shares, 34 from no-par to 
no-par shares, 75 from par to no-par 





shares, and only 4 from no-par to par 
shares. 

The desire of insiders to manipulate 
the stock to their advantage has been 
alleged as an eighth reason for stock- 
splitting. It is a little difficult to see 
just how a split-up in itself would 
permit such manipulation. If all stock 
prices reacted uniformly to a split-up, 
it might well be possible for insiders to 
benefit through advance knowledge 
of an impending split. However, the 
following section, which examines the 
price effect of split-ups, reveals that 
such uniformity does not obtain. 


Price Effect of Stock Splitting 


Theoretically, the market price of a 
stock which is split up should decline 
in exact proportion to the split ratio, 
other factors remaining unchanged. 
Thus, if a stock were split two for one 
and were quoted at 180 just prior to 
the split, the new shares should open 
at one-half of 180, or go. This follows 
because the splitting process merely 
divides the shares into smaller units 
and does not otherwise affect the posi- 
tion of the stock. It is generally 
believed, however, that the new shares, 
being more marketable and more 
readily traded, tend to be overvalued 
in the market and thus do not decline 
in market value by the full amount 
called for by the split ratio. In the 
illustration above, for example, it might 
be expected that the new shares would 
first be quoted at g0!4 rather than go. 
This theory derives added color from 
the fact that the public tends to regard 
a split-up as a sort of special dividend 
and consequently to give the stock a 
higher credit rating than formerly. 
This price differential, however, could 
not possibly be very great, since the 
simultaneous trading of the old and new 
shares during the first week or so 
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wing the listing of the new stock 
iid otherwise permit an arbitrage 
fit to be taken by traders. 
In order to test out this theoretical 
effect of split-ups, Table VI was 
pared. The term “price effect” 
here used means the differential 
between the aggregate market value 
n equivalent number of new shares 
the opening quotation on the day 
ing which they were first traded 
cularly on the New York Stock 
Exchange and the closing quotation 
1e old share on the last preceding 
iness day. For example, assume 
American Bank Note common 
re split five for one in 1925, and that 
first regular quotation on the new 
res was 40 and that the closing 
tation on the old stock the preced- 
day was 200. Since 5 times 40 
tly equals the closing quotation 
the old shares, the price effect of 
split-up would have been zero. 
the new stock had opened at 39, 
wever, a negative price effect or 
s of five points would have resulted. 
Similarly, had the new stock opened at 
41, a positive price effect or gain of 
points would have been realized. 
lt was possible to secure the neces- 
y price quotations from the New 
York Times for 95 of the 174 split-ups. 
in many cases, quotations were unob- 
tainable because the stock was not 
ted on the New York Stock Exchange 
the time of the split-up. In other 
nstances, the old stock was quite 
ctive prior to trading in the new 
ares, the last quotation antedating 
h trading by many days. 
No stocks were included in Table 
Vl unless a price quotation on the old 
ires was obtained within not more 
in three business days preceding 
- first regular quotation on the new 
k. In the vast majority of cases, 





the price quotation on the old stock 
was the closing quotation on the last 
business day prior to the first trading 
in the new shares. Whenever the new 
stock went ex-dividends or ex-rights 
on the day during which it was first 
traded, proper adjustment was made 
before computing the price effect. 

In 71 of the 9§ split-ups tabulated, 
the old shares were traded on the Stock 
Exchange on the same day during 
which the new shares were first regu- 
larly traded. A comparison of the 
opening quotations on both stocks 
revealed that in 26 of these cases the 
price effect was greater than that 
tabulated in Table VI, in 32 cases less, 
and in 13 cases the price effect was 
unchanged. However, several of the 
large price effects noted above were 
materially reduced by using opening 
quotations on the first day of simultane- 
ous trading. Of these 71 cases, 51 or 
72% showed a positive price effect, 15 
or 21% a negative price effect, and 5 
or 7% no price effect. These per- 
centages compare with 60%, 27% and 
13% respectively, which are shown in 
Table VI. Apparently, when both 
the old and new shares are traded 
simultaneously and regularly on the 
Stock Exchange, there is a tendency 
both for smaller price effects and for a 
greater proportion of positive price 
effects to be realized. 

Examination of Table VI indicates 
that in 26 cases the split-up resulted in 
a negative price effect, in 12 cases in no 
price effect, and in 57 cases in a positive 
price effect. Nineteen of the nega- 
tive price effects amounted to two 
points or less, and 39 of the positive 
price effects amounted to three points 
or less. ‘The greatest negative price 
effects were those of the Commercial 
Solvents Corporation split-up in Octo- 
ber, 1929, and the South Porto Rico 
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Taste VI. CLassiryING THE IMMEDIATE PRICE 


Errects or 95 Common-stock SPLIT-uPs 





Old | Old | Old | Old | Old 
Stock} Stock|Stock| Stock |Stock 
Sell- | Sell- | Sell- | Sell- | Sell- | To- 








2 > 

Price Effect ing | ing | ing | ing | ing | tal 

up to |$100—|$200—|$300-| over 

$100 | $200 | $300] $400 | $400 
Over 6 points neg..]..... OR I 2 
5-6 points neg. .|.....]..... es ee I 
Pe Ae eee sae rar errr nea ° 
3-4 points neg..|..... a RS a, ee 2 
2-3 points neg. .|..... I 5 ee: Srey 2 
I-2 points neg. .|..... a Ae ae rae 7 
O-I points neg. . 2 8 0s iG walestents 12 
No price effect.... I s 2 Bo ilarcas 12 
O-I points pos. . 4 8 2 ie Saree 15 
I-2 points pos. . I 10 Ce I 15 
2-3 points pos. . 3 3 2 € Fi cake 9 
3-4 points pos..}..... 4 i Peyree Aare 6 
4-5 points pos..]|..... mE Soe ee, Are ay o 
5-6 points pos..|..... eee are I 3 
6-7 points pos..|..... 2 a VRE Stee 4 
Over 7 points pos.|..... I I I 2 5 
II 54 18 7 5 95 























Sugar Company split-up of June, 1927, 
which amounted to 50 and 185¢ points 
respectively. The exceptional price 
effect of 50 points in the Commercial 
Solvents split is probably explained by 
the erratic price movements of the old 
stock which was relatively inactive 
just prior to the great stock-market 
crash. The quotation of 665 on the 
old stock, upon which the price effect 
is based, occurred two days before the 
new shares were first traded on the 
Stock Exchange at 6114, and this 
quotation represented a transfer of but 
100 shares, the only trading in that 
stock during the week. No reason can 
be assigned for the large price effect 
of the South Porto Rico Sugar split-up, 
as the stock was actively traded on both 
quotation dates and was not affected 
by issues of stock rights or dividends. 
The largest positive price effects 
were those of the Procter and Gamble 
split-up in 1929, 1514 points; General 
Railway Signal Company split-up of 
1925, 1334 points; S. S. Kresge Com- 
pany split-up of 1926, 12 points; Har- 
bison-Walker Refractories Company 
split-up of 1928, I1 points; and the 
R. J. Reynolds Tobacco Class A split-up 


of 1929, 10 points. In all of these 
instances, the closing price quotations 
on the old shares upon which the price 
effects were based represented a very 
small volume of trading; in the case of 
the Reynolds and the Harbison-Walker 
split-ups, 10 and 30 shares respectively, 

It has already been pointed out that, 
in many cases, the expected new shares 
are traded on the Curb on a “when, as, 
and if issued” basis, while the old shares 
are being traded on the Stock Exchange 
in the regular way. In eight instances 
it was possible to secure closing quota- 
tions on the old shares on the Stock 
Exchange as of the last business day 
before the first trading in the new shares 
on the Curb on a “when issued”’ basis, 
and to compare these quotations with 
the opening quotations on the new 
“‘when issued” shares. In all eight of 
these cases, a positive price effect was 
realized, ranging from 1% points to 
2614 points. In three cases, this price 
effect was greater in absolute amount 
than that realized when the new shares 
were subsequently traded on the Stock 
Exchange in the regular way; in five 
cases, less. 

From these various data, it seems 
reasonable to conclude that a positive 
price effect can be expected from a split- 
up about twice as often as a negative 
price effect, and that about 65% of all 
price effects will amount to two points 
or less either way. This tendency 
toward positive price effects is due in 
part to the greater trading activity in 
the new shares, but results chiefly from 
the fact that most stock split-ups occur 
during bullish markets. A _ classifica- 
tion of the 95 price effects tabulated 
above, according to the years in which 
they occurred, substantiates this latter 
assumption, as it reveals quite clearly 
the tendency for split-ups in bullish 
years to result in positive price effects, 
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and for split-ups in bearish years to 
result in a more even distribution of 
positive and negative price effects. Of 
23 price effects tabulated for 1929, 18 
were positive, .4 were negative, and I 
was zero; of 11 price effects tabulated 
for 1926, IO were positive and I was 
zero. Of 7 price effects in 1924, 3 were 
positive, 3 were negative, and I was 
zero; of 10 price effects in 1930, 4 were 
positive, 4 were negative, and 2 were 
zero. ‘That most price effects would be 
relatively small would be expected 
because of the leveling influence of 
arbitrage trading. 

Another deduction which can be 
drawn is that split-ups of higher-priced 
shares are more likely to result in large 
price effects than are split-ups of shares 
priced at $150 or less. Further, it 
appears that a large positive price 
effect is more likely to be realized than 
a large negative price effect. 


Conclusions 


So far as the individual stockholder 
is concerned, it would seem that the 
chief advantages which he can expect 
from a stock split-up are the prospect 
that he will receive a higher effective 
dividend rate on his new shares and the 
two-for-one probability that the mar- 
ket value of his shareholdings will be 


a 
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immediately, but slightly, increased 
following the split. There is also the 
possibility that the aggregate market 
value of his new shares will subse- 
quently rise more rapidly than would 
the market price of his old shares. On 
the other hand, there is the greater 
danger that the market price of his 
smaller unit shares will decline in a 
bear market so as to throw his stock 
into the “‘cat and dog” class, thus 
impairing both its marketability and its 
value as loan collateral. Further, in 
case the split-up is into no-par shares, 
the burden of the transfer tax is 
materially increased. 

From the viewpoint of the corpora- 
tion, the chief disadvantage of a split- 
up, aside from the extra effort involved 
in effecting the exchange of certificates, 
is the marked increase in the labor 
required to handle the stock-transfer 
books and to deal with the increased 
number of stockholders. This added 
cost, together with the tendency for 
much-split shares to drift into the “‘cat 
and dog”’ class during a bear market, 
thus impairing the general credit rating 
of the corporation, would suggest that 
a reverse-split movement parallel to 
the preceding split-up movement might 
well be expected during a long-con- 
tinued bear market. 








TRANSPORTATION DEVELOPMENTS AND 
THE NORTH ATLANTIC PORTS 


By R. W. HARBESON 


HE present article undertakes to 

review and analyze certain pro- 

spective transportation develop- 
ments which promise to affect the 
relative economic position of the four 
great North Atlantic seaports, New 
York, Philadelphia, Baltimore and Bos- 
ton. The rivalry of these cities for 
the largest possible share of domestic 
and foreign trade extends far back into 
American colonial history. Elsewhere 
the writer has recently reviewed at 
length the port-differential controversy, 
which concerns the relative rail rates 
enjoyed by these cities on traffic with 
the interior.! The conclusions of this 
study which are essential to an under- 
standing of the topics to be discussed 
below will be summarized briefly. 


Rail Rates and Port Differentials 


New York parties have twice taken 
the initiative (in 1898 and 1912) in 
demanding that the differential rail 
rates in favor of Philadelphia and 
Baltimore be abolished. Likewise, Bos- 
ton interests, because the export trade 
of that city has for some years been 
the least satisfactory of any of the 
North Atlantic gateways, since 1905 
have persistently urged that this step 
be taken. These efforts, however, have 
been unavailing.? Careful examina- 


1“The North Atlantic Port Differentials,” XLVI 
Quarterly Journal of Economics 4, pp. 644-70, August, 
1932. 

2 See 7 1. C. C. 612, 1898; 11 I. C. C. 13, 1905; 24 
I. C. C. §5, 1912; 95 I. C. C. §39, 1925; 126 1. C. C. 
199, 1927; 159 I. C. C. 691, 1929. The present 
differential rate structure is given in the article just 
referred to, pp. 646-647. 
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tion of the entire body of testimony in 
the recent port-differential cases seems 
to indicate rather conclusively that 
equalization of the rail rates to these 
cities would merely increase the busi- 
ness of New York at the expense of 
Philadelphia and Baltimore without 
materially benefiting Boston. This is 
significant, even though it is to be 
emphasized that this fact, taken by 
itself, furnishes no ground for denying 
Boston’s complaint. 

The writer has reached the above 
conclusion for two reasons. First, the 
testimony in the differential cases indi- 
cates that the Boston interests have 
been unable to explain how they ex- 
pected to benefit from equalization. 
They were unable to answer the allega- 
tion of the Philadelphia and Baltimore 
interests to the effect that equalization 
would benefit only New York.* Sec- 
ond, Boston has been unable to com- 
pete with New York under equal 
rail-and-ocean rates, and the latter 
port has been able to retain the lion’s 
share of the foreign trade of the North 
Atlantic in spite of differentials favor- 
ing Philadelphia, Baltimore and the 
Hampton Roads cities. The ocean 
rates in force to and from all the North 
Atlantic ports are the same. In short, 
the export trade of Boston has declined 
not because of differentials favoring 
the latter gateways, but because of 
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395 I. C. C. §39, 1925; testimony, Vol. 1, pp. 54- 
55; Vol. 3, pp. 594, 670-71; Vol. 13, pp. 2690-91; 
126 I. C. C. 199, 1927; testimony, Vol. 1, p. 3011; 
Vol. 2, pp. 3240-41, 3244-47; Vol. 3, pp. 3387-88, 
3291-92. 
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its lack of a rail or ocean differential 
under New York. The Interstate Com- 
merce Commission seems to incline 
to this view also.* 

The reasons for New York’s com- 
mercial dominance under the above 
rate situation need not be outlined 
here. They have been discussed at 
length by the writer in another study, 
already referred to, and in a recent 
excellent article by R. G. Albion.® 


The St. Lawrence Waterway 


The most widely discussed of the 
possible developments which promise 
to affect the North Atlantic ports is 
the proposed St. Lawrence waterway. 
It is not necessary, for the purposes of 
this paper, to pass upon the merits of 
the project as a whole. Only its 
possible bearing on the important grain 
trade of the North Atlantic gateways 
and on the port differentials will be 
considered. 

The most thorough treatment of the 
St. Lawrence waterway in relation to 
the matters with which this paper is 
concerned appears to be that of Henry 
|. Harriman, President of the United 
States Chamber of Commerce.® His 
argument, in substance, is as follows. 
Under the present arrangements, large 
quantities of grain are stored in eleva- 
tors and in boats at Buffalo, Georgian 
Bay ports and other lake cities to be 
shipped thence by rail during the winter 
to the seaboard for export. If the 
St. Lawrence waterway were opened, 
much of the grain now stored at the 
foot of the Great Lakes would move to 
the North Atlantic gateways, which 
are open throughout the year, and 

*95 1. C. C. §39, 1925, p. 563. 

* Albion, R. G., “New York Port and Its Disap- 
pointed Rivals, 1815-60,” III Journal of Economic 
and Business History 4, pp. 602-29, August, 1931. 

* Harriman, H. I., New England and the St. Law- 
rence Seaway (Boston, 1929). 





would be stored there for reshipment 
to Europe during the winter. While 
some grain would move directly to 
Europe during the season of navigation, 
a large part of it would have to be 
stored. The foreign purchasers have 
neither the capital nor the storage 
capacity to buy the entire year’s supply 
during the short period between the 
maturing of the grain crop and the 
closing of navigation on the Great 
Lakes. Moreover, to throw the entire 
supply on the market during that short 
period would result in ruinously low 
prices, and would work serious injury 
to the farmers. 

By carrying the grain to the seaboard 
rather than to the foot of the lakes 
during the season of navigation, a very 
large saving in transportation rates 
would result. Herein, it is argued, 
lies the opportunity of Boston and 
Portland to secure the grain and flour 
so badly needed to provide bulk cargo 
for vessels clearing from their ports. 
These cities would have a substantial 
advantage in water distance over the 
other American North Atlantic centers 
with respect to grain moving va the 
St. Lawrence waterway. With sufh- 
cient elevator capacity and the proper 
handling equipment, the two cities 
named should be able to handle 50 
million bushels of grain annually at a 
reduction of $3 million in transporta- 
tion rates. Moreover, such water com- 
petition, it is further argued, would 
result in the abolition of the port 
differentials, and with water rates lower 
than those of other forms of transporta- 
tion, the grain moving to the Atlantic 
ports would be transported over the 
all-water route. 

The fundamental assumption under- 
lying this argument is, obviously, that 
the St. Lawrence waterway would 
achieve the results, in volume of traffic 
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and otherwise, which have been pre- 
dicted by those who have advocated 
it from a broad national standpoint. 
There has been, as is well known, con- 
siderable controversy over the merits 
of this contention. Assuming its valid- 
ity for the sake of argument in this 
connection, however, there appear to 
be certain weaknesses in the reasoning 
of Mr. Harriman’s study. 

First, it is to be noted that the 
Canadian ports of St. John and Halifax 
have an advantage in water distance 
over Portland and Boston with respect 
to grain moving via the St. Lawrence, 
just as the latter cities have an advan- 
tage as to this traffic over the American 
gateways farther south. The author 
says little as to the division of the 
prospective grain tonnage between the 
two Canadian ports, on the one hand, 
and the two American cities on the 
other. If the volume of traffic passing 
over the proposed waterway should 
live up to expectations, it is possible 
that Boston would receive an increased 
quantity of grain. It is not intended 
to minimize that possibility. More- 
over, any appreciable increase in that 
city’s receipts of this commodity, in 
view of its present situation, would 
have a much more than proportionate 
influence on its prosperity as a seaport. 
However, while the ratio in which 
this prospective traffic would be di- 
vided between the Canadian and Amer- 
ican centers in question is, of course, 
unpredictable, it is almost certain that 
Halifax and St. John would get a sub- 
stantial share. ‘This is the more prob- 
able because of the efforts of the 
Dominion Government to build up 
these gateways, and because of the 
ownership of vessels by the Canadian 
railways, the natural tendency in the 
operation of which is to prefer the 
ports of that country. 




































Furthermore, it is reasonable to 
believe that New York would continue 
to be the preferred gateway for the 
shipment of parcel lots of grain and 
flour, by reason of the momentum of 
its present advantageous position, and 
that a great deal of grain would move 
there via the St. Lawrence waterway, 
in spite of the longer water haul, for 
the same reasons that it moves there 
in such large quantities over the present 
routes. Mr. Harriman’s reasoning that 
Boston would gain as a result of the 
opening of the new route appears to 
be sound, but the probable amount of 
the gain is very much exaggerated by 
failing to give due weight to the Cana- 
dian ports and to New York as factors 
in the situation. 

In the second place, the author's 
statement that the opening of this 
water route would result in the aboli- 
tion of the rail differentials is of very 
doubtful validity. It is reasonable to 
believe that the opening of the water- 
way would result in a decrease in the 
rail rates on grain and the other con- 
modities which, it is expected, would 
move over the new route in volume. 
But this is no reason for expecting 4 
change in the direction of removing the 
present differentials, and Mr. Harri- 
man gives no arguments in support o! 
his allegation that the change would 
result. The present adjustment exists 
in the face of water competition on the | 
Great Lakes, St. Lawrence River, and 
New York State Barge Canal. So 
long as the railroads find it worth while 
to compete for the grain traffic, the 
lines serving Philadelphia and Balti- 
more will probably find it in their 
interest to continue the differentials, 
in spite of the intensified water com- | 
petition which the proposed waterway 
is expected to furnish. Indeed, they 
might, if allowed, increase them. It 
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seems fair to conclude that Mr. Harri- 
man’s contention is, at the best, not 
proved. 
' It may be remarked in passing that 
even if it be granted that water com- 
petition would result in equalization, 
there is strong reason to believe that 
such benefits as accrued from that 
policy would flow chiefly to New York 
because of that city’s advantageous 
position with regard to numerous non- 
rate factors. As previously indicated, 
it is because of these that Boston has 
been unable to compete on even terms 
with New York under equal rail-and- 
ocean rates. Boston would be likely 
to gain substantially from equalization 
only if the volume of traffic moving 
through New York became so large 
that congestion and the attendant 
unfavorable circumstances would in- 
duce an overflow to other ports. 
Mention should be made in this 
connection of the alternative plan for 
an all-American seaway from Oswego 
to the Hudson River over the route 
of the present New York State Barge 
Canal. ‘This enterprise would be more 
in the interest of the American North 
Atlantic cities, particularly New York, 
than would the St. Lawrence water- 
way. It has been reported upon un- 
favorably by the United States Engi- 
neers,’ however, and appears to be 
much less likely to be undertaken than 
the St. Lawrence project. 


The Welland Canal and the Oswego 
Gateway 


Another prospective factor in the 
differential adjustment is the develop- 
ment of the Oswego gateway. ‘This 


7U. S. War Dept., “Report from the Chief of 
Engineers on Preliminary Examination and Survey 


of Deeper Waterway from the Great Lakes to the 


Hudson River Suitable for Vessels of a Draught of 
20 or 25 Feet.” 69th Congress, 1st Session, H. R. 
Doc. 288, 1926. 


has been made possible by the opening 
of the new and enlarged Welland 
Canal which allows the passage of the 
largest cargo vessels into Lake Ontario. 
In an important case decided in 1928, 
the Interstate Commerce Commission 
awarded Oswego a differential of 1.5¢ 
per 100 pounds on export and domestic 
ex-lake grain below Buffalo, applicable 
to New York, Boston, and Phila- 
delphia.* The Commission estimated 
that the water rate on this commodity 
to Oswego would be higher than to 
Buffalo by the full amount of the rail 
differential, although elsewhere it was 
estimated that the rate would be higher 
by less than one cent per 100 pounds.’ 
The writer has been unable to secure 
definite information on this point. 
At Oswego there is a one-million-bushel 
elevator constructed by the state for 
use in connection with the Barge 
Canal, and it was reported that the 
construction of a _ two-million-bushel 
elevator by private enterprise was 
planned when the harbor improvements 
contemplated by the Federal Govern- 
ment were assured.'° 

One aspect of the development of 
the new gateway which has been some- 
what discussed is its relation to the 
possibility of making Providence, 
Rhode Island, a port of foreign trade. 
At the present time the imports of 
that center are small, and its exports 
are negligible. However, the New 
Haven railroad and its subsidiary, the 
New York, Ontario, and Western, form 
a direct line (though with unfavorable 
grades and curvature) from Oswego 
to that city, and the ex-lake grain 
rate over that route would be the same 





8 City of Oswego, N. Y., v. Baltimore and Ohio R. R. 
Co. et al., 146 1. C. C. 293, 1928. 

9 Report on the Port of Providence, Rhode Island, 
submitted by the N. Y., N. H. and H. R. R., May 
25, 1930, pp. 27-28. 

© Ibid., p. 27. 
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as to New York and Boston. The 
New Haven railroad contends that 
Oswego is, therefore, the logical Great 
Lakes grain port for Providence, and 
that as soon as elevators and the other 
necessary facilities are provided, the 
grain movement can begin which will 
provide the supply of bottom cargo 
necessary to make the latter city a 
port of foreign trade. 

It is difficult to see how the opening 
of the Oswego route will materially 
alter the relative position of the Amer- 
ican North Atlantic ports with respect 
to the ex-lake grain business. The 
rates from the city in question will 
reflect the present ex-lake differential 
in favor of Philadelphia, the same as 
from Buffalo. Moreover, New York 
retains the advantage of the Barge 
Canal, which serves both of the lake 
cities concerned. So long as Boston 
is unable to secure much grain from 
Buffalo under an equal rate with New 
York it is not likely that it will receive 
much from Oswego under the same 
rate relationship with its great com- 
petitor. A certain amount of grain 
which would otherwise have gone to 
Buffalo may move to Oswego, and some 
portion of this latter movement will 
doubtless go to Boston. But the latter 
city will probably not secure any very 
material increase in its proportion of 
the total ex-lake grain business of the 
North Atlantic group of ports. It 
seems almost certain that Providence, 
taking the same rate as Boston, would 
labor under the same difficulties as the 
latter city with respect to this traffic. 

Furthermore, it is likely, as the Com- 
mission itself predicted in the Oswego 
case, that the larger part of the 
grain movement through the Welland 
Canal will be to Kingston, and later to 
Prescott, Ontario. The Canadian Gov- 
ernment has built a four-million-bushel 


elevator at the latter point, at an estj- 
mated cost of $5.4 million to handle the 
transshipment of grain from the large 
lake vessels to the smaller boats nayij- 
gating the St. Lawrence canals and to 
the rail lines. In time this center will 
probably replace in large measure Port 
Colborne as the leading transfer point 
for water-borne grain. It does not 
appear what rail rate will definitely 
be established on this commodity from 
Prescott to Montreal, but, because of 
the short distance between these points, 
it could if necessary be made much 
lower than would be required to offset 
the increase in water rate to Prescott 
over that to Port Colborne and Buffalo. 
It will doubtless become the key rate 
in the ex-lake grain-rate adjustment. 

In any event it is not likely that the 
Canadian roads will allow Oswego to 
secure any substantial volume of busi- 
ness by reason of a favorable rate 
adjustment. They have an established 
policy of building up Canadian gate- 
ways, and the Dominion Government 
also would naturally want to secure 
the benefits of the Welland Canal 
improvement for itsown ports. Hence, 
if Oswego secured any considerable 
quantity of grain, other than as an 
overflow, it is likely that the Canadian 
roads would meet the situation by 
reducing the rates in force from Geor- 
gian Bay and Prescott to Montreal. 
In event of a rate war with the lines in 
the United States, the Canadian roads 
would have the last move and could 
not be restrained from this side of the 
border. 


The Southern New England Railroad 
and the Port of Providence, Rhode Island 


A prospective factor related to the 
opening of the Oswego gateway is 
the demand for the completion of the 
Southern New England Railway. This 
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line was projected in 1912 as anextension 
of the Central Vermont from Palmer, 
Massachusetts, to Providence. Work 
on the line was abandoned prior to the 
WorldWar, after the surveys and grading 
had been completed. The Providence 
interests have urged the completion 
of this project, with the idea that a 
route would thereby be developed 
over which grain could move via the 
Canadian National Railways from the 
Georgian Bay ports to Montreal and 
thence to Providence. ‘They insist that 
competition of this sort is necessary 
because of the lack of assurance on 
the part of the New Haven railroad 
that it would or could develop a move- 
ment of grain and other commodities 
from Oswego, via the New York, 
Ontario and Western. They show 
that the building of this line would 
provide six routes over which the grain 
moving through the Welland Canal 
could reach Providence—three from 
Oswego, one from Ogdensburg, and 
two from Montreal—in place of the 
single channel proposed by the New 
Haven railroad. 

The Providence interests also assert 
that the building of this line is essential 
to carrying out the intent of the Com- 
mission’s plan of railroad consolidation. 
In adopting the plan of two terminal 
railroad systems for New England, 
the Commission left the Boston and 
Albany and the Central Vermont in 
their present status; this was done in 
order that competition might be pre- 
served as far as possible, as required 
by the Transportation Act of 1920. 
The Providence interests claim that 
the spirit of the provision for the 
preservation of competition requires 
that every important industrial area 
in New England have access to the 
roads named, that the district tribu- 
to Providence constitutes such 


tary 


an area, and that the building of the 
Southern New England would provide 
the competition contemplated. They 
state, finally, that the New Haven 
railroad has come under the influence 
of the Pennsylvania, through an exten- 
sion of stock ownership by the latter 
road, and that in view of this circum- 
stance the interests of the port of 
Providence would be still further neg- 
lected unless a competitive route is 
opened. 

The New Haven railroad, on the 
other hand, points out that there is 
already in existence an outlet via its 
line from Providence to Willimantic, 
Connecticut, where a connection is made 
with the Central Vermont. It asserts 
that this line has adequate capacity and 
established facilities for the prompt 
transportation of export grain and any 
other traffic which might be offered. It 
shows, also, that Providence is 744 
miles from Depot Harbor, the principal 
Georgian Bay grain port of the Cana- 
dian National, while the distance from 
the latter point to Montreal is only 
378 miles. In order to give Providence 
the Buffalo-Baltimore rate on ex-lake 
grain, the carrier could publish a rate 
only 33¢ per 100 pounds higher than 
that from Depot Harbor to Montreal 
for a haul 366 miles longer than to the 
latter city. When the division of the 
rate which would be received by 
the connecting line to Providence is 
deducted, the Canadian National and 
the Central Vermont would receive 
less for the longer haul than the former 
now receives for transporting the grain 
to Montreal. The ex-lake rates from 
all the Georgian Bay ports to the latter 
city are the same. 

The New Haven contends, finally, 
that based on the experience of Port- 
land, the nearest seaport to Montreal, 
and one served directly by the Cana- 
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dian National, it is improbable that 
Providence would receive grain in any 
substantial volume over the Canadian 
route. The reason it gives for this 
belief is the established policy of the 
railways and of the Dominion Govern- 
ment to prefer St. John and Halifax 
as winter outlets. The position of the 
New Haven railroad in this contro- 
versy, whatever its motives may be, 
is believed to be the correct one. The 
Providence interests have not demon- 
strated the reasonable probability of 
the proposed line carrying sufficient 
traffic to justify its construction. 


The Ogdensburg Gateway 


Still another prospective factor which 
is dependent upon the opening of the 
new Welland Canal and the improve- 
ment of the Thousand Islands section 
of the St. Lawrence is the development 
of the Ogdensburg gateway. The Rut- 
land and the Boston and Maine rail- 
roads form a direct line from that city 
to Boston, and it has been suggested 
that this might become a route of much 
importance to the latter seaport. The 
Rutland is controlled jointly by the 
New York Central and the New Haven. 
It formerly operated a steamship line 
from Ogdensburg up the lakes to Chi- 
cago, and a considerable volume of 
traffic was handled. After the passage 
of the Panama Canal Act, however, 
the company was obliged to dispose 
of its water line, with a resulting loss 
of business. When the large lake car- 
riers are able to proceed directly to 
the city in question, it is thought by 
some that this route might be of revived 
importance for the export grain trade 
of Boston. 

It has been suggested above that 
Prescott, directly across the river from 
Ogdensburg, would in the course of 
time largely replace Port Colborne as 





the leading transshipment point for 
grain brought down the lakes. The 
volume of this traffic is so large that an 
elevator at Ogdensburg would probably 
handle some grain for transshipment to 
Montreal throughout the season of 
navigation, and it would almost cer- 
tainly handle a great deal at the peak 
of the fall movement. When the regu- 
lar congestion of the Montreal elevators 
occurs at the latter period, it would be 
reasonable to believe that some grain 
would be elevated at Ogdensburg and 
sent via the Rutland-Boston and Maine 
route to Boston for export. Likewise 
some grain accumulating late in the 
season might be stored in the elevator 
at the point of transshipment and sent 
to the same destination during the 
winter. 

The flaw in this argument, so far as 
Boston is concerned, lies in the fact 
that the New York Central has a 
direct line from Ogdensburg to New 
York City which is shorter than the 
competing route to the New England 
metropolis. The Rutland and the Bos- 
ton and Maine on August 16, 1929, 
voluntarily established the same rate 
on ex-lake grain from Ogdensburg to 
Boston as applies from Oswego to that 
city. If and when there is a prospect 
of any considerable quantity of grain 
moving over the route in question as a 
result of this rate, the New York 
Central will doubtless establish the 
same rate from Ogdensburg to New 
York. Under equal rates, Boston is 
now unable to compete successfully 
with the latter city for the movement of 
ex-lake grain from Buffalo. There is 
no reason to believe that under the 
same rate it could be any more suc- 
cessful in this competition at the point 
in question. As in the case of Oswego, 
some grain may move to Boston over 
this route, but it will be mostly grain 
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that would otherwise have been re- 
It is not believed 
will materially increase Boston’s pro- 
portion of the total ex-lake grain busi- 


~ ness of the North Atlantic group of 


norts 
/ . 
pOrt 


There is one possibility to be con- 


sidered in connection with the opening 


of this gateway, however, as a result of 
which the latter city might benefit. 
(he jurisdiction of the Interstate Com- 
merce Commission might be extended 
to cover vessels operating on the inland 
waters of the United States, and then 


- the Rutland might be allowed to operate 


its steamship line as formerly. It 
might then be able better to solicit 
trafic to be moved to and through 
Boston. However, the ownership by 
the New York Central of a 25% 
interest in the Rutland might serve as a 


deterrent. It is possible, also, that 


' Boston and Providence might derive 
'some benefit in the same way if the 


New Haven and the New York, Ontario 
and Western were to operate a line of 
steamers from Oswego up the lakes, 
although this service might not be 
offered if these roads were under trunk 


line control. 


The Albany Port District Development 

A new gateway which may have 
some promise is the Albany Port Dis- 
trict development. An appropriation 


'of $11.2 million for deepening the 
} Hudson River to 27 feet as far as 
Albany was included in the Rivers 


This was 
contingent upon the cities of Albany 
and Rensselaer pledging themselves to 
spend approximately $10 million for 
port and terminal facilities. The two 
Cl 


ties accepted this obligation, and the 
construction of the port and waterway 
Was undertaken. 


The first outgoing 


cergo cleared from Albany on Septem- 
ber 24, 1929, the first trans-Atlantic 
cargo on September 14, 1931, and the 
port was officially dedicated on June 6 
and 7, 1932. While its development is 
still largely in the future, a considerable 
start has already been made, especially 
in handling oil, lumber and molasses. 
In addition, a 13-million-bushel grain 
elevator has been built, making it the 
largest under one roof in the world, 
with a greater capacity than that of the 
combined elevators at New York City. 
The Cargill Elevator Company of Min- 
neapolis, the largest grain-handling firm 
in North America, has leased 10 million 
bushels of this elevator’s capacity—a 
fact which augurs well for the future 
of this as a grain port. Without an 
ample supply of grain for bottom cargo, 
no gateway could prosper. No lighter- 
age is necessary, and ample facilities of 
all sorts have apparently been provided. 

The consideration of the most funda- 
mental importance is the ocean-and- 
rail rate adjustment of the new port 
by comparison with its neighbors on 
the North Atlantic. ‘The North Amer- 
ican Shipping Conference has desig- 
nated Albany a Northern Range port, 
with rates to Europe equal to those 
charged from New York, Boston, Phila- 
delphia and Baltimore. With regard 
to rail rates, while Albany has favor- 
able domestic rates from the northern 
part of the Central Freight Association 
territory, especially Michigan, under 
the mileage scale prescribed in the 
Eastern Class Rate Case of 1930,'! it 
does not enjoy differentials on export 
and import trafic from and to this 
territory. This is probably because 
of the opposition of Philadelphia and 
Baltimore, and it seems likely that 
Albany will ask that the Commission 
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grant it differentials on this traffic. 
However, it enjoys the Philadelphia 
and Baltimore rates on ex-lake grain 
for export from Buffalo and Oswego, 
although no trafic moved on these 
rates during 1932.'* It is unofficially 
reported that the all-water charter 
rate on grain from Lake Superior cities 
to Albany is the same as to Montreal. 
Hence Albany enjoys preferential rates 
on this vitally important commodity 
via the ex-lake and all-water routes. 

It appears, therefore, that the rate 
adjustment of the new gateway con- 
tains both favorable and unfavorable 
elements. On grain it has a com- 
bination of rail-and-ocean rates lower 
than applies through New York—the 
precondition of any port’s opportunity 
to compete with the metropolis on 
anything like even terms. On the 
other hand, it does not enjoy this 
preference on all-rail export and import 
trafic from and to the West. The 
promise of there being available an 
abundant supply of grain for bottom 
cargo, however, should help materially 
toward overcoming the disadvantage 
of its lack of differentials on general 
traffic, and it is entirely possible that 
this latter disability may be removed. 
These circumstances make it very 
difficult to assess with any assurance 
the port’s prospects at the present 
time. And furthermore, apart from 
rate questions, the growth of the new 
center would ordinarily be slow because 
of the competition of established rivals. 
There is also danger of obstruction by 
ice, although navigation was not af- 
fected during the winter of 1931-32. 
It is understood, however, that an ice 
breaker is to be secured if possible. 





12 The Albany elevator is now filled with grain 
brought from Lake Superior cities by the Cargill 
Elevator Company via the lake-Barge Canal route, 
under charter rates. 


Difficulty with ice would, of course, 
considerably impair the usefulness oj 
the city as a seaport. It should be 
remarked, in conclusion, that a cop. 
siderable tonnage would have to be 
handled to justify the expenditure fo; 
constructing and maintaining _ this 
project. 

The Commission has suggested that 
by perfecting physical connections and 
trafic arrangements and by building 
an elevator at Troy, adjacent to the 
Albany Port District, a Barge Canal. 
rail route might be established which 
would put Boston in an advantageous 
competitive position to secure export 
grain.'* It is difficult to see the merit 
of this suggestion. There would scem 
to be no reason to elevate the grain 
and send it by rail to Boston during 
the season of navigation when it could 
be sent by water more cheaply, and 
without transfer, to New York. Dur- 
ing the winter, if the rail rates from 
Troy to the two ports concerned were 
the same, there is no reason for believing 
that Boston would be any more suc- 
cessful in competing with its great 
rival for this traffic at the point in 
question than it now is at Buffalo. 
It would have to be granted a lower 
rail rate than that applying to New 
York for a haul appreciably longer and 
with heavier grades and curves, an 
adjustment which the Commission 
would be likely to disapprove. 


The Port of Boston 


In connection with these develop- 
ments, reference must be made to 4 
resolution introduced into the United 
States Senate on March 14, 1932, at 
the instance of Boston interests, asking 
that the Interstate Commerce Com- 





18 Maritime Association of Boston Chamber of Com- 
merce et al. v. Ann Arbor R. R. et al., 95 1. C. C. 539 
1925, at p. 566. 
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mission and the Shipping Board be 
authorized and directed to inquire into 
the possibility of equalizing the through 
ocean-rail rates from the interior to 
Europe vta all the ports.* It is very 
doubtful if such equalization is prac- 
ticable. Even granting its practica- 
bility, however, it is believed that the 
benefits of such a policy would accrue 
to New York rather than to Boston, 
because of the former city’s advantages 
with regard to numerous nonrate fac- 
tors, as indicated earlier in this paper. 

Nor does it seem probable that Bos- 
ton would benefit from railway con- 
solidation. In order that it might 
gain in this way, two requirements 
must be met. First, it must be made 
the port in which some one of the trunk 
lines is principally interested. The 
New York Central now has a direct 
line to Boston, but its chief interest 
and principal investment is at New 
York. If the Pennsylvania and the 
Baltimore and Ohio should jointly 
control the New Haven, it would be 
the same story: these lines are chiefly 
interested in and have heavy invest- 
ments at New York, Philadelphia and 
Baltimore. If the Van Sweringens 
should control the Boston and Maine, 
the latter would be part of a system, 
the main stems of which lead to New 
York and Newport News. 

Second, the consolidated system 
would have to be able to make rates to 
Boston such that, when combined with 
the ocean rates, the through charge 
from the interior to foreign destinations 
would be less via that city than va 
New York. Under the present situa- 
tion as to ocean rates, this would 
involve rail charges lower for the longer 
distance to Boston than for the shorter 
distance to New York, an arrangement 

“ Senate Joint Resolution No. 120, 72nd Congress, 
Ist Session. 





which the Commission would not be 
likely to sanction.'® 

A matter of importance is the recent 
ruling by the British Treasury, on 
December 21, 1932, that Canadian 
wheat exported via an American port 
is not entitled to the preferential 
treatment of 6¢ per bushel provided 
by the Ottawa agreement. This will 
doubtless lead to increased diversion 
of Canadian grain to Georgian Bay 
ports for transshipment during the 
winter to Halifax and St. John. The 
rail rate from Georgian Bay to these 
cities is the same as from Buffalo to 
New York. There may also be an 
increased movement to the Vancouver 
and Hudson Bay outlets, although 
these are less advantageous. ‘The in- 
jury which will be worked to the Amer- 
ican North Atlantic gateways is obvious. 

One final factor in the North Atlantic 
port situation remains to be mentioned. 
This is the so-called New Jersey Light- 
erage Case, now pending before the 
Commission.’© The cities in New Jer- 
sey opposite Manhattan Island, to- 
gether with Boston interests, have 
asked that the lighterage charges to 
Manhattan Island be added to the 
line-haul rates to the Jersey shore, 
instead of being absorbed in the latter 
as formerly. The examiner has recom- 
mended that this petition be granted. 
In the event that the Commission 
decides likewise, the case may be tested 
in the courts. 

It would be both impossible and 
unnecessary to consider the merits of 
the case within the limits of this paper. 





18 The severity of steamship competition since the 
World War has seemingly made it impossible to 
establish an ocean-rate differential in favor of Boston. 
Such an arrangement would appear to be the logical 
solution of Boston’s difficulties, since Boston is 
nearer to Europe than the ports farther south. 

16 State of New Jersey et al., v. New York Central 
R. R. Co. et al., Docket No. 22824. 
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It is necessary only to consider its 
possible effects on the competing ports. 
If the examiner is upheld, Boston 
would have rate parity with the cities 
on the Jersey shore and a lower rate 
than Manhattan Island. Philadelphia 
and Baltimore would continue their 
present differentials under the New 
Jersey cities. Following the reasoning 
already given, it would seem likely 
that the latter centers, along with 
Philadelphia and Baltimore, would be 
the chief beneficiaries of this arrange- 
ment. For it is quite possible that 
the New Jersey cities would continue 
to enjoy most of the advantages which 
make it impossible for Boston to com- 
pete on even terms with New York at 
the present time. Boston may need 
a differential under the New Jersey 
cities as well as under Manhattan 
Island, although of this one cannot be 
certain. And if, as some predict, the 
New York metropolitan district as a 
whole should lose business as a result 
of the new arrangement, the advantage 
in competition would seem to lie with 
Philadelphia and Baltimore because 
of their differentials and because of the 
interest of the Pennsylvania and the 
Baltimore and Ohio in the development 
of these ports. But the writer feels 
himself on somewhat uncertain ground 
here, and a change as important as the 
one here being considered, especially 
when it involves such a highly com- 
petitive situation, may have repercus- 
sions which it is not now possible to 
foresee. 


Conclusions 


The conclusions of the foregoing 
pages may readily be summarized. 
New York, for a number of reasons, 
enjoys the lion’s share of the trade 
of the American North Atlantic ports, 
in spite of differentials favoring Phila- 





























delphia, Baltimore and the Hamptoy 
Roads cities. Boston has been unable 
to hold its own in competition with 
New York because of its lack of a raj} 
or ocean differential under that city. 
The opening of the Oswego, Ogdensburg 
and Troy gateways seemingly does not 
promise to be of much benefit to the 
New England metropolis, because jp 
none of these cases is there provided , 
rail differential under New York. 

On the other hand, it is possible 
that Boston might gain from the open- 
ing of the St. Lawrence Seaway, since 
grain might be carried to the seaboard 
instead of to the foot of the Great 
Lakes for storage and shipment during 
the winter. But there would be im- 
portant competition from Halifax and 
St. John, ports aggressively promoted 
by the Canadian Government and 
enjoying an advantage in distance 
over Boston as regards grain brought 
down the St. Lawrence. It seems 
likely, also, that New York would 
continue to attract the bulk of the 
parcel-lot business in grain and flour, 
in spite of its disadvantage in distance, 
for the same reasons that it now does 
so. 

The proposals for railway consolida- 
tion would not be likely to improve Bos- 
ton’s position. In the first place, the 
proposed systems would be principally 
interested in, and have their chie! 
investments at, other ports. In the 
next place, the Interstate Commerce 
Commission would not be likely to 
sanction lower rates for the longer 
distance from the West to Boston 
than for the shorter distance to New 
York—the only possible way of giving 
the former city the needed differential 
as long as ocean rates from all the ports 
to Europe remain the same. An ocean 
differential favoring Boston would seem 
to be logical, in view of the shorter 
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but the severity of steamship competi- 
tion apparently makes such an arrange- 
© ment impracticable. 

The results of adding lighterage 
charges to the line-haul rates on ship- 
ments to Manhattan Island are largely 
problematical. If the proposed ar- 
rangements should result in the diver- 
sion of trafic to other ports, Boston 
might gain, but it is more likely that 
Philadelphia and Baltimore would be 
the chief beneficiaries. 

Two other ports have ambitions— 
Providence and Albany. Itseems clear 
that the building of an extension of 
the Central Vermont from Palmer, 
Massachusetts, to Providence would 
be unwarranted. The rates on grain 
from Georgian Bay, for competitive 
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reasons, would have to be on the 
Buffalo-Baltimore basis, which would 
be unremunerative in view of the much 
longer haul involved. In any case, 
the Canadian Government, controlling 
the Central Vermont, has a definite 
policy of diverting grain shipments, 
so far as possible, to its own ports. 
Finally, the Albany Port District 
development has some promise, es- 
pecially as a grain-handling center. 
It already has favorable all-water and 
ex-lake rates on that commodity. ‘The 
prospects of the new gateway depend 
in part upon its ability to secure 
differentials on export and import traffic 
to and from Central Freight Associa- 
tion territory, and upon the possibility 
of maintaing winter navigation on the 


Hudson River. 














THE COTTON TEXTILE MACHINE 
INDUSTRY—AMERICAN LOOM BUILDERS 


By JONATHAN THAYER LINCOLN 


N a previous article the writer 
described the extent to which 
plant capacity for building cotton- 

textile machinery in the United States 
had been liquidated, or consolidated, 
in recent years.! It appeared that 
scarcely more than a decade ago there 
were nine important establishments— 
each with a long independent history— 
building preparatory and spinning ma- 
chinery for cotton factories, while today 
only three of these companies remain 
in operation; and that out of five large 
concerns, which in 1920 engaged in 
building weaving machinery, only two 
now continue in business. The cause 
of this startling mortality in so stable 
an industry is, obviously, the abnor- 
mally depressed conditions which have 
existed in the cotton-textile manu- 
facture throughout this period. But 
another question presents itself which 
is not so easily answered. If in 1920 
the cotton textile machine industry 
consisted of 14 prosperous companies 
and in 1930 their number, chiefly by 
reason of liquidation, had been reduced 
to five, what were some of the factors 
which enabled these particular five 
companies—and none of the others— 
to survive the perilous decade? Was 
their success due entirely to superior 
management and the specific policies 
adopted by the surviving companies 
during this period, or are there other 
reasons, not so obvious, which have 
their sources in more remote causes? 
It seems probable that an analysis of 
the long-time policies of the surviving 





a “The Cotton Textile Machine Industry,” XI 
HARVARD BUSINESS REVIEW I, October, 1932, p. 88. 
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companies will confirm the belief, that 
the study of Business History may 
be made to serve a very practical pur. 
pose by bringing the accumulated ex. 
periences of the past to the aid of 
management in the solution of present 
problems and also in planning the 
successful future of an industry. Such 
a study is, of course, quite beyond the 
scope of a single article. It would 
require a careful analysis of the busi- 
ness and technological histories of all 
the surviving companies and also an 
outline of the history of their unsuc- 
cessful competitors in the unequal 
battle of the past ten years. But a 
beginning may be made by selecting 
a company which has been conspicu- 
ously successful throughout its long 
history and presenting in quick survey 
the essential facts in that history. 
The company chosen for this purpose 
is the Crompton & Knowles Loom 
Works of Worcester, Massachusetts; 
and, for a clearer understanding of the 
present situation in the business of 
making weaving machinery, which is 
the special field of this company, it has 
been necessary to add a brief study of 
the only other important remaining 
firm of loom builders, namely, the 
Draper Corporation. The history of 
the latter company may be traced 
to the early beginnings of the cotton- 
textile manufacture in New England, 
and that of the Crompton & Knowles 
Loom Works to the invention by 
William Crompton, in 1837, of the first 
successful power loom for weaving 
fancy fabrics. 





















































rhe Introduction of Power Weaving into 
the United States 


Prior to the invention of the Cromp- 
on loom, power weaving had been 
confined to the production of plain 
cotton and woolen fabrics. Power 
weaving was first introduced into the 
United States in 1814 by Francis 
Cabot Lowell at the Waltham plant 
§ the Boston Manufacturing Com- 
pany. Three years later William Gil- 
more, a Scotch mechanic, made for 
one of the Rhode Island factories a 
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eyond the Bon and others, came into general use 
It would § throughout the American cotton manu- 
the busi- Bfacture.? Power looms, like all other 


ries of all B textile machines, were first built in 


4 also an Fi the factory workshops and, afterwards, 
“ir unsuc- by innumerable independent machine 
egy shops which soon sprang up beside 
he ut a B the factories in every center of the 
Selecting # manufacture.* Technical advance in 
gna as perfecting the power loom was far 
hg Ong BF slower than was the development of 
: ar €y §& spinning machinery, and this for a very 
istory. FF definite mechanical reason. Spinning 
a results from two processes: (1) drawing 
nl Com Fout the fibres of the raw materials 
yee and (2) twisting these fibres into a 
1g ol t thread, both processes being performed 
ora ol § by simple rotary motions. ‘The spin- 
wiic’ 1s ning wheel was itself a simple machine, 
y,ithas F but the hand loom, in its primitive 
study of 
inti *For a more detailed account of the introduction 
g and early development of power weaving, see Lincoln, 
ly, the J. T., “New Light on the Development of the Early 
tory of American Power Loom,” 83 Textile World 1, January 2, 
. 1933; and “Origin of Piecework Revealed in 
traced Early Loom Building” 81 Textile World 3, January 
cotton- — '®: 1932. ' 
or _*The manner in which the Boston Manufacturing 
ng and, Company built looms, first for its own use and after- 
“nowles wards for other factories, may be traced in the records 
—— { that company which are available in the Baker 
’ Library, Harvard University. The building of 
he first Gilmore looms by independent machine shops in the 
veaving Rhode Island district may be followed in the records 
C of the Providence Iron Foundry, 1819 to 1826, which 


are also preserved in the same library. 
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form, was little more than a frame 
for holding the warp, all the motions 
of weaving being performed by hand. 
Adapted to machinery it was impossible 
to perform these movements of the 
human hands by smooth operating 
rotary motions. It was necessary to 
call into play intricate reciprocating 
motions, subject to irregular disturb- 
ances, which caused constant breakage 
of the yarn. For this reason, the 
perfecting of the power loom, even for 
plain weaving, was a difficult under- 
taking; and more than half a century 
was to elapse after Cartwright’s first 
experiments, before a successful at- 
tempt was made to weave any but 
plain goods by power, and these of a 
quality in which the strength of the 
yarn was sufficient to withstand the 
clumsy adaptation of the motions of 
weaving to the operation of machinery.‘ 
These difficulties were finally overcome 
to a high degree by William Crompton; 
and his loom, patented in the United 
States and in England, went into 
successful operation on a large scale 
for weaving fancy fabrics of both cotton 
and wool. By 1878, it could be truth- 
fully affirmed before a congressional 
committee on patents that “‘upon the 
Crompton loom, or looms based upon it, 
are woven every yard of fancy cloth 
in the world.’”® The history of the 
Crompton & Knowles Loom Works 
properly begins with this epoch making 
invention. 


Early Inventions and Developments 


While the conception of fancy weav- 
ing by power and on a large scale was 
unquestionably due to Crompton, of no 





4 White, George, “A Practical Treatise on Weaving 
by Hand and Power Loom” (Glasgow, 1846), contains 
an excellent contemporary account of the mechanical 
difficulties here suggested. 

5 Hayes, John Lord, American Textile Machinery. 
Cambridge: J. Wilson & Son, 1879, p. 50. 
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less importance in the extension of the 
art were the improvements in the loom 
made by his son, George, and the 
formidable competition occasioned by 
the open-shed fancy loom, the drop-box 


Loom Works and the Knowles Loom 
Works, and with these companies wer 
also combined the business and th, 
technological traditions of other pio. 
neers in fancy loom building, as well 





History oF Crompton & KNnNow.Les Loom Works 


Power loom with pattern chain 
invented by William Crompton, 
1837 





| 
Phelps & Bickford, 1840, com- 
mence the manufacture of 
Crompton looms, under royalty 
agreement 





| 
Crompton & Furbush, 1851 
| 
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Lucius J. Knowles commenced 
business as machinist, 1840 





| 
Knowles & Sibley, 1849 (manu- 
facturers of cotton & wool) close 
shed cam jack harness motion; 
and drop box motion invented 
by L. J. Knowles, 1856-57 





George Crompton, 1859 





| 
Lucius J. Knowles, 1860 





| 
L. J. Knowles & Brother, 1862 


Gilbert Loom Co., 1866 








Crompton Loom Works, 1888 


| 
Knowles Loom Works, 1885 


George W. Stafford Mfg. Co. 1891 








Consolidated, 1893 
Knowles Loom Works 





Consolidated, 1897 
Crompton & Knowles Loom Works 
(Incorporated in Rhode Island) 





Gilbert Loom Works, 1894 











Consolidated, 1899 








Crompton & Knowles Loom Works (Incorporated in Mass.), 1900 





| 
M. A. Furbush & Son Machine 
Co. of Philadelphia (acquired by 
purchase 1902) 


motion (for multicolor weaving) and 
other similar mechanisms invented dur- 
ing the following decades by Lucius 
J. Knowles. The two independent 
lines of loom building started by these 
inventors came, in time, to be united 
by the consolidation of the Crompton 

6 The award to L. J. Knowles and Brother at the 
Centennial Exposition in 1878 epitomizes the nature 
of Knowles’ contribution to the art. It was granted 
“for originality of invention; substantial and good 
construction of machinery; smoothness of working; 
facility in effecting changes and manipulation; 


economy; and quality and variety of work produced.” 
—Ibid., p. §1. 


| 
Crompton-Thayer Loom Co. 
(acquired by purchase 1907) 


| 
A. H. Steele & Brother (acquired 
by purchase 1906) 


those of firms established later in the 
development of the art. The progress 
of these consolidations may be traced 
in the accompanying chart. 

If one compares this chart with the 
chart showing the history of the Saco- 
Lowell Shops’— one of the three sur- 
viving builders of preparatory and¢ 
spinning machinery—two marked re- 
semblances are at once noted: (1) both 
companies, conforming to the pattern 
which characterized the development 





7 HARVARD BUSINESS REVIEW, Cit. supra, p. 92- 
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of all the textile machine companies, had 
their origin in factory work shops; and 
(2) both companies, as they exist today, 
have resulted from the consolidation of 
several important textile machine shops, 
each with a long independent history. 

Among the innumerable cotton fac- 
tories to spring from the Slater-Wil- 
kinson tradition was one erected by 
Crocker and Richmond, at Taunton, 
Massachusetts, in the second decade of 
the nineteenth century. Charles Rich- 
mond was one of the early American 
machinists who had received his train- 
ing in the shop of David Wilkinson, and 
soon after building the factory at Taun- 
ton he set up an independent machine 
shop beside it. In this shop, about 
1836, William Crompton found employ- 
ment. Born in 1806 at Preston in 
Lancashire, the home of Richard Ark- 
wright, Crompton was brought up as a 
hand-loom weaver. He then learned 
the trade of machinist and afterwards 
became superintendent of a cotton 
factory near Berry, where he made 
many experiments on cotton looms 
with the purpose of increasing the 
scope of their production, especially 
in the style of products. Because of 
Crompton’s ability as a weaver and his 
skill as a machinist, Crocker and 
Richmond set for him the difficult 
task that resulted in the invention of 
his loom. 

In 1839, two years after the Cromp- 
ton loom was patented, the firm of 
Crocker and Richmond failed,!® and 


*'The origin and development of the independent 
machine shops are described by the present writer in 
“Material for a History of American Textile Machin- 
ery,” IV Journal of Economic and Business History 2, 
February, 1932. 
hy For a brief but satisfactory sketch of Crompton’s 
liie, see Van Slyck, J., New England Manufactures and 
Manufacturers. Boston: Van Slyck & Co., 1879. 
See also Dictionary of American Biography, Vol. IV, 
p. $61. New York: C. Scribner’s Sons, 1928. 

The machine business of Crocker and Richmond 
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Crompton made arrangements with 
Phelps and Bickford, machine builders 
in Worcester, to manufacture his loom 
under a royalty agreement. Reference 
has already been made to the mechan- 
ical difficulties encountered in adapting 
the art of weaving to machine produc- 
tion. Another reason for the retarded 
development of the power loom was the 
fact that the machinists and engineers 
who undertook the task seldom pos- 
sessed a practical knowledge of the 
art of weaving.'! In this connection 
it is to be noted that the elder Cromp- 
ton, although a skilled mechanic, never 
commenced loom building on his own 
account—the actual founder of the 
Crompton Loom Works was his son, 
George—but devoted his energies to 
invention and to visiting factories in 
which his loom had been introduced, 
for the purpose of instructing weavers 
in its use. The arrangement with 
Phelps and Bickford for building the 
loom continued for about 10 years, 
Crompton overseeing the work and 
introducing his loom in many factories, 
chiefly woolen mills, throughout New 
England. In this work he was assisted 
by his son who, after Crompton’s death, 
formed a partnership with M. A. Fur- 
bush, and set up a machine shop in 
Worcester which was the immediate 
forerunner of the Crompton Loom 
Works. Then for a period of nearly 
30 years, George Crompton personally 
conducted the business, making many 
improvements in the loom and in- 
venting new devices for fancy weav- 
ing.'? Thus, from the beginning, the 





was continued by William Mason, superintendent 
of the shop. It became the basis of the Mason Ma- 
chine Works, an important company which manu- 
factured a full line of textile machinery for many 
years, until its liquidation within the last decade. 

1 The state of the art of weaving in 1846 is con- 
sidered at length by White, op. cit. pp. 18-24. 

12 About 60 patents for such devices stand to the 
credit of George Crompton. He introduced the 
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Crompton Loom Works was built on 
the firm foundation of mechanical skill 
combined with a thorough knowledge 
of the art of weaving, and a continuing 
policy of invention and improvement 
in the product of its shops. 

A similar combination of skills char- 
acterized the history of the Knowles 
Loom Works. Lucius J. Knowles, its 
founder, had a sound mechanical train- 
ing and commenced loom building 
with a thorough knowledge of both the 
cotton and the woolen manufactures. 
William Crompton had been trained 
in the English traditions; Knowles 
was a New Englander possessed in 
high degree of that peculiar mechanical 
ability commonly called ‘‘ Yankee in- 
genuity.”'® Born in Harwich, Massa- 
chusetts, in 1819, he learned his trade 
—as did so many early American 
machinists—in the self-taught school 
of the farm workshop. Then he be- 
came a clerk, and afterwards a partner 
in the general store at Shrewsbury 
where, however, it was said of him 
that “‘he spent more time in studying 
mechanics than in serving customers.””!* 
He made working models of steam 
engines, devised improvements in the 
construction of organs and other mu- 
sical instruments, invented a safety 





Dobby into this country and greatly improved it. 
His chief invention related to box motions. For an 
account of his life, see Dictionary of American 
Biography. 

18The following passage from an account of the 
American machinery exhibited at the Paris Exposi- 
tion in 1868, printed in the London Times is worth 
preserving:—“ The activity and insight of the Ameri- 
can inventive genius develops more that is new and 
practical in mechanism than all Europe combined. 
The New Englander invents normally; his brain has a 
bias that way. He mechanizes as the old Greek 
sculptured, as the Venetian painted, or the modern 
Italian sang; a school has grown up whose dominant 
quality, curiously intense, widespread and daring, is 
mechanical imagination.” Quoted in ‘“‘Autobiog- 
raphy and Memorial of Ichabod Washburn” (Boston, 
1878). 

M4 Van Slyck, op. cit. 


steam regulator for boilers and designed 
a steam pump which became the basis 
of an extensive business.© In 1844, 
having invented a machine for spooling 
thread, he commenced machine build. 
ing, and three years later, in partner. 
ship with H. H. Sibley, began the 
manufacture of cotton warp in Spencer 
and later, moving this business to 
Warren, it was extended to include 
the manufacture of wool. After the 
year 1860 when the partnership was 
dissolved, Knowles devoted his energies 
to the manufacture of machinery which 
he had invented for the cotton and 
wool industries.“6 In 1862, the year 
in which he erected a machine shop 
to manufacture his steam pump, Lucius 
J. Knowles, in partnership with his 
brother, F. B. Knowles, commenced 
to build looms in Warren. The loom 
business was moved to Worcester in 
1866, and Knowles soon became the 
chief competitor to George Crompton 
in building plain and fancy looms for 
weaving all forms of textile fabrics 
whether of cotton, wool, or silk. L. 
J. Knowles died in 1884, and in the 
following year the business was incor- 
porated as the Knowles Loom Works. 
George Crompton died in 1886, and 
his business was likewise incorporated. 
The two companies continued in vig- 
orous competition until 1897, when 
they were consolidated as the Cromp- 
ton & Knowles Loom Works. 


Manufacture of Looms for Fancy Weaving 


It would be interesting—but un- 
necessary at this time—to trace the 
history of the other firms which were 





% The history of the Knowles Pump Works is an 
illustration of the manner in which specialized ma- 
chine industries developed from the early diversified 
machine shops. 

16 Between the years 1836 and 1877, Knowles was 
granted 40 patents. 
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merged in the consolidated company. 
It should be noted, however, that all 
these companies had been chiefly con- 


| cerned with building looms for fancy 


weaving and that their history was 
characterized by originality of inven- 
tion in this field. Thus, George W. 
Stafford had devoted a lifetime to per- 
fecting the Dobby and the Jacquard 
machine, the Gilbert Loom Works had 
built looms of many models for weaving 
a great variety of textile fabrics, while 
in the hands of M. A. Furbush and Sons 
the carpet loom had attained a high 
degree of perfection.” The Crompton- 
Thayer Loom Company, acquired in 
1907, was formerly a partnership com- 
posed of Edward D. Thayer, William B. 
Schofield, George Crompton (grandson 
of William Crompton) and Randolph 
Crompton, all important names in the 
development of fancy looms. 

The heritage of years of invention 
and experience in building fancy looms 
were at length united in the tradition of 
a single company. The Crompton & 
Knowles Loom Works acquired the 
patents owned by all the companies and 
continued the policy which character- 
ized each of them—that of constant 
improvement in product by means of 
new inventions, carefully protected by 
patents. 

The years during which these con- 
solidations took place, 1893 to 1900, are 
significant ones in the history of Ameri- 
can loom building, and a time par- 
ticularly favorable for the successful 
development of the consolidated com- 
pany. It was during the ’go’s that 
southern competition in the manufac- 
ture of coarse cotton fabrics rapidly 
forced the New England mills into the 


Carpet looms were also built by the Crompton 
Loom Works, and at one time constituted a fairly 
large part of the company’s business. 


production of fine and fancy goods."* 
Thus was created an expanding market 
for the very class of weaving machinery 
which Crompton & Knowles Loom 
Works was particularly adapted to 
make. Eleven other concerns were, at 
this time, building looms on a con- 
siderable scale. Some of these com- 
panies—the Lowell Machine Shop, the 
Whitin Machine Works and the Mason 
Machine Works, for example—built 
looms in addition to the manufacture 
of preparatory and spinning machinery. 
Other companies, of which Kilburn 
Lincoln & Company and the Colvin 
Loom Company are instances, special- 
ized in loom building. All of them, 
however, were at a disadvantage in 
competing with the Crompton & 
Knowles Loom Works, because of the 
commanding position this concern had 
attained in the production of looms 
especially built for weaving fancy fab- 
rics and the finer grades of goods. 
Most of the other companies were 
placing their chief effort on the pro- 
duction of plain looms, the demand for 
which was large because of the steady 
growth of the cotton textile industry in 
the North as well as in the cotton- 
growing states. Many of these com- 
panies made Dobbies and other simple 
devices for fancy weaving, but none of 
them had specialized in building looms 
for fancy weaving to the extent which 
characterized nearly all the companies 
now consolidated as the Crompton & 
Knowles Loom Works. All the loom 
builders were, of course, attracted by 





18 A study of the transactions of the New England 
Cotton Manufacturers Association during this 
period will disclose the significance of this trend. 
Papers read before the association deal with such 
subjects as ‘‘ Weaving as a Fine Art,” with the manu- 
facture of fine yarns, with methods of securing for 
the northern mills the home market for fine goods, 
heretofore almost exclusively imported from England 
and the Continent, and with the establishment of 
textile schools in New England. 
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the growing market for fine and fancy 
looms and most of them attempted to 
meet the demand—but with indifferent 
success. By the very nature of its 
development the Crompton & Knowles 
Loom Works found itself in something 
like a monopoly position, established 
not alone on patents—although their 
patent policy was an important factor’ 
—but also upon traditions of work- 
manship. Other companies adapted 
old models to the new requirements. 
Crompton & Knowles created new mod- 
els to meet the new demand. 


Automatic Looms 


During this period all the loom 
builders—Crompton & Knowles with 
the rest—entered into sharp competi- 
tion in the expanding market for plain 
looms, occasioned by the rapid develop- 
ment of the textile manufacture in the 
cotton-growing states. Here again a 
new element was at work tending to 
create a monopoly in the building of 
plain looms, namely, the invention of 
the Northrop loom and its successful 
introduction by the Draper Company. 
Like the Crompton loom earlier in the 
century, the Northrop loom was an 
epoch-making invention. One made 
possible the weaving by power of fancy 
fabrics, and the other, after a long 
experimental period, increased the pro- 
duction and quality of plain goods as 
no other invention had done since the 
introduction of the power loom. From 
the beginning of power weaving, at- 
tempts had been made to replenish the 
filling in the loom by mechanical 
means, the final step in making the 
loom fully automatic. The first of 
these attempts was made by Cart- 





19 The consistent patent policies followed by both 
Crompton & Knowles and the Draper Corporation 
are significant factors in the survival and present 
success of these companies. 
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wright himself, and in the undertaking 
he was followed by many unsuccessf{y! 
inventors. But in the early ’go’s , 
series of experiments undertaken by 
George W. Draper and Sons—a firm 
which from the beginning of textile 
manufacture in this country had de. 
veloped and patented many important 
inventions—led to the introduction of g 
fully automatic loom. In simple terms 
the inventions which this company now 
placed on the market consisted of , 
device for changing the bobbin in the 
shuttle, without stopping the loom; a 
hopper from which the bobbins con- 
taining the filling yarn are automati- 
cally transferred to the shuttle in the 
loom; a shuttle which can be threaded 
automatically by the motion of the 
loom; devices to stop the loom in case 
the shuttle is not in proper position to 
receive the filling, or if the hopper 
mechanism fails to function; and a 
warp-stop motion to prevent the loom 
from making poor cloth if a warp 
thread breaks, unseen by the weaver. 
Unsuccessful attempts had been made 
as early as 1840 to change the shuttle 
automatically, and in succeeding years 
many experimental looms had been 
made on this principle, but the idea oi 
changing the bobbin in the shuttle was 
entirely new. This feature different- 
ated the Northrop loom from other 
automatic looms afterwards developed 
in competition with it, and proved to 
be the best method of filling changing 
for weaving the coarser fabrics.” 

It was confidently claimed that the 
new invention would reduce the cost 
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2 A complete description of these patents may be 
found in the following papers printed in the 7rans- 
actions of the New England Cotton Manufacturers 
Association: Draper, George Otis, “‘The Present © 
Development of the Automatic Loom,” No. 59 — 
October, 1895, p. 88; and Draper, Wm. F., “Con- 
tinued Development of the Northrop Loom,” No. 74, 


April, 1903, p. 158. 
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of weaving plain goods at least 50%. 
The weaving department of a mill had 
formerly represented 50% of the total 
labor cost, and due to recent improve- 
ments in the machinery of the other 


departments—notably the revolving flat 


} card and high-speed spindles—weaving 


costs had become in many instances 
60% of the total.2!_ In spite of this 
alluring promise of a spectacular reduc- 
tion in production costs, nearly a quar- 
ter of a century elapsed before the 
automatic loom replaced the common 
loom for weaving even the coarser 
fabrics. 

Among the reasons for the slow intro- 
duction of the automatic loom, the 
following may be noted. While almost 
from the beginning, the automatic loom 
reduced the cost of weaving nearly 
50%, its use increased the labor costs 
in other departments of the mill, be- 
cause stronger yarn was required to 
withstand an added strain caused by 
the operation of the new mechanism; 
the cost of loom fixing and the general 
upkeep of the equipment was excessive; 
and the price of the automatic looms— 
tliree times that of the common loom— 
called for a greater capital investment 
and the consequent increase in interest 
charges. For these and other reasons, 
the net gain was greatly reduced. 
Moreover, particularly in the northern 
states, the opposition of the labor 
unions seriously retarded the intro- 
duction of the improvements. Never- 
theless, the use of the Northrop loom, 
though slow at the beginning, steadily 
increased, ?? 

*! Draper, George Otis, op. cit. 

* The first Northrop loom was ready for trial in 
February, 1889. In December of the same year 12 
looms were in operation at the Seaconnet Mills in 
Fall River. These were shuttle-changing looms. In 


Jan lary, 1890, James H. Northrop developed the 
idea of changing the filling in the shuttle; in May, 12 


these looms were running at the Seaconnet Mills— 
many improvements needed; in December one weaver 


Its first successes led to many experi- 
ments by other loom builders, and 
several shuttle-changing looms were put 
on the market, the most important of 
which was the Harriman Loom”® after- 
wards brought to a high degree of 
perfection and adapted to weaving the 
finer fabrics by the Stafford Company 
of Readville, Massachusetts, and now 
manufactured by the Draper Corpo- 
ration. Crompton & Knowles also 
brought out a successful shuttle-chang- 
ing loom—invented by Randolph 
Crompton—and, for a time, competed 
with the Draper Company in the plain 
goods field.*4 

The manufacture of looms was not 
contemplated by the Drapers when 
they first placed the filling-changing 
device upon the market. ‘Their policy, 
rather, was to license other firms to 
apply the invention to looms of their 
own construction, upon the payment of 
a royalty. The more important com- 
panies, such as the Whitin Machine 
Works, Mason Machine Works, Lowell 
Machine Shop, Kilburn Lincoln & Co., 
Crompton & Know!es Loom Works, and 





ran 12 looms successfully. In these first experiments 
and those at the Pacific Mills in Lawrence in the 
following year, the automatic mechanisms were 
applied to looms made by other builders, but in 
November, 1892, the Hopedale Machine Shop 
(owned by the Drapers) built a loom especially 
adapted for use with the filling-changing device. In 
April, 1894, 80 of these looms were in operation at the 
Hopedale Shop attended by 5 weavers—an average 
of 16 looms to a weaver. In 1894, the Drapers 
organized a mill, the Queen City Cotton Company at 
Burlington, Vermont, the first mill to be equipped 
entirely with automatic looms.—Draper, Geo. Otis, 
op. cit. 

23 Described by’ Henry I. Harriman in Transactions 
of New England Cotton Manufacturers Association, 
No. 68, April, 1900, p. 318, et seq. 

*The Crompton & Knowles automatic loom is 
described in a paper by Randolph Crompton, Trans- 
actions of the New England Cotton Manufacturers 
Association No. 64, April, 1898, p. 183, et. seg. This 
loom should not be confused with the automatic 
multicolor loom invented by Charles Crompton and 
Horace Wyman, and patented in 1895. 
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Lewiston Machine Company, were thus 
licensed.2> Few of them, however, 
made any extensive use of the license 
agreement, because there were several 
factors which militated against the 
successful operation of the plan, the 
most important being the large royalty 
payments demanded for the use of 
the automatic attachments. In gen- 
eral this royalty amounted to the full 
price of acommon loom, and, moreover, 
the price of the complete automatic 
loom was fixed by the licensors in 
accordance with an unalterable sched- 
ule. ‘Theoretically this schedule was 
sufficiently high to allow outside loom 
builders an attractive profit, but prac- 
tically the increased selling expense, 
incident to the introduction of a revolu- 
tionary invention which called for 
radical modifications in the long-estab- 
lished method of wage payment for 
weaving—as well as increasing the 
production cost of the loom builder, 
caused by constant changes in the con- 
struction of their looms necessary in a 
prolonged developmental stage—made 
it more profitable for these builders to 
press the sale of common looms.” It 
was for this reason that in the latter 
part of 1892 the Drapers made a mo- 
mentous decision and instituted a 
policy which had a far-reaching influ- 
ence upon the future history of Ameri- 
can loom building. They placed on 
the market a loom of their own manu- 
facture, a model especially constructed 
to meet the requirements of the auto- 
matic mechanisms. ‘Thisevent marked 
the beginning of their successful control 
of the market for looms to weave plain 
cotton goods. 





% Transactions No. 62, April, 1897, p. 260. 

26 Statements concerning the introduction of the 
automatic loom are based on the writer’s recollec- 
tions as a loom builder during the period under 
discussion. 


Competing Loom Builders 


This historical survey of American 
loom building makes it clear that, as 
early as the first decade of the present 
century, conditions within the industry 
indicated the survival of the two exist- 
ing loom companies in any approach- 
ing period of industrial stress. ‘The 
Crompton & Knowles Loom Works 
held a commanding position in the 
manufacture of looms for fine and fancy 
weaving, while the Draper Corporation 
controlled the patent rights to a revolu- 
tionary invention in the field of plain 
weaving. Moreover, both companies 
were financially strong and capable of 
making the most of these technological 
advantages. Space permits only the 
shortest summary of how, during the 
succeeding decades, other loom builders 
were affected by this situation. A 
considerable number of smaller com- 
panies were liquidated prior to 1920. 
Of the larger and more important firms 
confronted by the situation just de- 
scribed, five call for particular mention, 
namely Whitin Machine Works, Mason 
Machine Works, Lowell Machine Shop, 
Kilburn Lincoln & Company and the 
Stafford Company. The first three of 
these companies built looms as part of 
a complete equipment of cotton-mill 
machinery and were in a position to 
specialize in making preparatory and 
spinning machinery. Kilburn Lincoln 
& Company and the Stafford Company 
specialized in weaving machinery; com- 
petition with Crompton & Knowles and 
with the Drapers was, for them, the 
essential requirement for future success. 
Some of these companies built looms 
for the woolen and silk industries, but, 
chiefly, their market was confined to 
the cotton manufacture. All of them 
competed with Crompton & Knowles 
in building fancy looms; all of them 
built plain looms and were profoundly 
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influenced by the advent of the Drapers 
as makers of automatic looms for 
weaving plain goods. ‘The Lowell Ma- 
chine Shop discontinued loom building 
after its consolidation with the Saco- 
Pettee Machine Shop in 1912; the 
Whitin Machine Works, one of the 
three present builders of preparatory 
and spinning machinery, followed a 
similar policy at almost the same time; 
Mason Machine Works, also manu- 
facturers of machinery for all depart- 
ments of the cotton factory, was alone 
among the builders of plain looms to 
make a determined attempt to intro- 
duce looms of their own manufac- 
ture equipped with Northrop motions. 
Close pressed by the more progressive 
technological policies of the Saco-Lowell 
Shops and the Whitin Machine Works, 
in the manufacture of preparatory and 
spinning machinery, the Mason Ma- 
chine Works was beginning the decline 
which ended in its liquidation during 
the past decade. Fighting to maintain 
its former position in the industry, this 
company met the declining demand for 
plain looms by a vigorous attempt to 
enter the automatic field. Kilburn 
Lincoln & Company specialized in the 
building of looms, but its market was 
essentially local. Situated in Fall River 
—then the largest center of the cotton 
manufacture where more spindles were 
operated than in the entire South—this 
company was in a unique position to 
dominate a large local market. Looms 
built by Kilburn Lincoln & Company 
had been used by the Drapers in their 
earlier experiments with the Northrop 
motions; and this company, actively 
cooperating in the venture, was among 
the first to adapt its looms to take 
the automatic attachments. However, 


the Fall River manufacturers, due to the 
southern competition in coarse goods, 
were rapidly turning to the making of 
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finer fabrics, and it was to the building 
of fine and fancy looms that Kilburn 
Lincoln & Company now directed its 
chief efforts. Moreover, Fall River 
was a battleground for labor disputes; 
there, labor was highly organized, and 
the opposition of the unions to the 
introduction of automatic looms in the 
coarse-goods mills was almost insuper- 
able. The Stafford Company was the 
only firm to enter squarely into com- 
petition with the Draper Company in 
the manufacture of automatic looms. 
This company acquired the patents to 
the Harriman shuttle-changing loom 
and built up a large business in the 
manufacture of looms for the produc- 
tion of finer fabrics than it was possible 
to weave on the Northrop loom.” 


Long-time Policies and Surviving 
Companies 


We now approach the recent period 
of abnormal depression in the cotton- 
textile industry—with its consequent 
effect upon the business of manu- 
facturing cotton-mill machinery—and 
are in a position to consider the ques- 
tion raised at the beginning of this 
article, namely, whether the success of 
the group of cotton-textile-machinery 
companies which survived the crisis was 
entirely due to policies pursued during 
the decade of liquidation, or whether 
their ability to withstand the stress of 
these exacting years was not primarily 
attributable to more remote causes, to 
a succession of policies consistantly 
carried out over a long period of years. 
Our study appears to throw light upon 
this question in so far as it relates to the 
loom builders. 


27 The Stafford loom stops automatically to change 
the shuttle, an operation which is performed without 
jar. This is an important feature in the weaving 
of the finer fabrics. When the Stafford Company 
was liquidated in 1932, its patterns and patents were 
acquired by the Draper Company. 
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In 1920 the following companies were 
engaged in building cotton looms: the 
Crompton & Knowles Loom Works, 
makers of looms for weaving every form 
of textile fabrics and, specifically for 
the cotton-textile industry, looms for 
fine and fancy weaving; the Draper 
Company, controlling the market for 
automatic looms for weaving all but the 
finest fabrics;** the Stafford Company, 
sole competitor of the Draper Company 
in building automatic looms for plain 
weaving; Mason Machine Works mak- 
ing looms in addition to the manufac- 
ture of carding and spinning machinery, 
a company seriously handicapped by 
recent technological advance in pre- 
paratory and spinning machinery with 
which it had not kept pace;* and 
Kilburn Lincoln Machine Company, 
the successor of Kilburn Lincoln & 
Company which for a period of nearly a 
century had been a conspicuous factor 
in the development of the Fall River 
textile industry, now builders of looms 
for fine and fancy weaving, but for a 
restricted and rapidly declining local 
market. In the period between 1920 
and the present time Kilburn Lincoln 
Machine Company, Mason Machine 
Works and the Stafford Company 
were liquidated, leaving Crompton & 
Knowles Loom Works and the Draper 
Company in complete control of their 
respective fields of loom _ building. 
There can be little doubt that the causes 
for the survival of these two companies 
lie in long-time policies, just as the 
causes for the liquidation of the other 
companies are, in general, more remote 


8 Tt should be noted that with the perfecting of the 
Northrop bobbin-changing loom, notable progress 
was made in extending its use to the weaving of fine 
cottons, silk and rayon. 

2 The earlier history of Mason Machine Works was 
brilliant in technical improvements; its founder, 
William Mason, was one of the great figures in the 
history of American invention. 


than the mere matter of their manage- 
ment during the decade of broad liqui- 
dation in the textile industry. 

In the early days of its history, 
particularly in the ’50’s and ’60’s when 
the cotton-textile industry entered a 
stage of progressive expansion, Kilburn 
Lincoln & Company sought a wide 
market for its product; but with the 
phenominal growth of Fall River as a 
cotton manufacturing center, which 
began in the years following the Civil 
War, this company was content to 
dominate a large local market and 
became, in fact, an integral part of the 
Fall River cotton industry. With all 
but the total collapse of the local 
industry during the past decade, the 
liquidation of this company became 
inevitable. Moreover, even if their 
market had remained normal, the com- 
pany would have been faced by another 
overwhelming circumstance, namely, 
the perfecting of the automatic loom 
for weaving fine goods. Had Kilburn 
Lincoln & Company maintained its 
earlier policy of cultivating a broad 
market and at the same time continued 
its former close association with the 
Draper Company in the introduction 
of the automatic loom, the pattern of 
its history during the depression might 
have been different. Likewise, with 
the Mason Machine Works; had this 
company continued its former aggres- 
sive policy of developing improvements 
in carding and spinning machinery, it 
would have been in a position to follow 
the successful course adopted by the 
Saco-Lowell Shops and the Whitin 
Machine Works, in ceasing to build 
looms and specializing in the business of 
making preparatory and spinning ma- 
chinery. Thecase of the Stafford Com- 
pany is probably exceptional. ‘This 
company was definitely in competition 
with the Draper Corporation in the 
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manufacture of automatic looms. In 
selling to the fine-goods mills it had a 
technical advantage in its shuttle- 
changing loom, while the bobbin-chang- 
ing loom, which the company designed, 
after the basic Northrop patents had 
expired, compared favorably with looms 
made by the Draper Corporation. It 
would appear that the liquidation of 
the Stafford Company should be at- 
tributed chiefly to financial causes, 
arising from the recent depressed con- 
dition of the cotton-textile industry. 
But with the surviving companies 
of loom builders—the Crompton & 
Knowles Loom Works and the Draper 
Corporation—it seems quite clear that 
their continued success has resulted not 
only from superior financial manage- 
ment during the recent trying period of 
extreme depression, but is also firmly 
founded on a series of successful tech- 
nological policies maintained through a 
long period of years. 


Significance of This Study 
This brief summary of the history of 
the Crompton & Knowles Loom Works 


and the briefer glance we have given 
to the history of other loom builders 
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does not furnish an adequate basis for 
generalization. It constitutes only the 
beginning of the study of the causes 
which occasioned the survival of a 
larger group of textile-machine com- 
panies, from which broader study gen- 
eralizations might safely be drawn. 
The significance of the present article 
in relation to a more inclusive study 
consists, I think, in its suggestion of the 
important influence of long-time tech- 
nological policies; of continuous tech- 
nical improvements; of new inventions 
within an industry, adequately pro- 
tected by patents; and of quality of 
product based upon a comprehensive 
technical knowledge of the processes 
in which the product is to be employed. 
Moreover, this sketch suggests—what 
a comprehensive study of all the surviv- 
ing textile-machine companies might 
well demonstrate—the uses of Business 
History in the solution of present prob- 
lems of management, and in the formu- 
lation of future policies. To analyze 
and then to weave together the tech- 
nological and business history of a 
sufficient number of manufacturing 
concerns would be to place a new tool 
in the hands of management. 
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EMPLOYEE-ATTITUDE 


INTERVIEWS AS TOOLS 


OF PERSONNEL MANAGEMENT 
By D. H. EWING 


HE interview has such common 
usage in the life of every individual 

that any detailed analysis of its 
usefulness is unnecessary. It is sufh- 
cient to recall that in many professions 
it is an essential and highly developed 
tool; consider, for example, doctors, 
lawyers, salesmen, reporters, to say 
nothing of the less common census taker, 
social or commercial investigator, an- 
thropologist, and vocational counsellor. 
In the individual industrial company 
the interview is used for three general 
purposes—securing information, influ- 
encing or motivating, and instructing. 
These may be exemplified by a number 
of specific types, including the job- 
analysis interview, the employment 
interview, the personnel-analysis inter- 


view (follow-up, transfer, promotion), 
the incidental educational and adjust- 
ment interviews, the leaving interview 
and the employee-attitude interview. 
The newest of these types is the 
employee-attitude interview with which 
this paper will deal exclusively. The 
employee-attitude interview is a unit 
in the systematic, organized program of 
interviewing for the purpose of dis- 
covering employee attitudes and griev- 
ances. ‘This will suffice to differentiate 
the type of interview to be discussed 
from that which may be called the 
employee-adjustment interview, which 
deals with the individual case in isola- 
tion and not as part of an organized 
program and which is used only as 
circumstances make it necessary. 
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EMPLOYEE-ATTITUDE INTERVIEWS AS TOOLS OF MANAGEMENT 


The purpose of this article, then, is to 
appraise the employee-attitude inter- 
view as a practical managerial device 
to improve relations within the indi- 
vidual company, rather than as a tool 
of research to discover facts of broad 
significance to industry and economic 
society. The attitude interview is used 
for three main purposes: (1) to deter- 
mine employee reactions to. the 
company’s wage policies, working con- 
ditions and personnel activities; (2) to 
improve morale, and (3) to improve 
supervision. 


Determining Employee Reactions 


Many company officials, if they 
bother at all to think about industrial 
relations, simply assume that the em- 
ployees fully appreciate all that is being 
provided for them, such as good wages, 
reasonable hours, healthy and pleasant 
working conditions, and benefit and 
welfare projects of all kinds. Such 
assumptions may be valid, or they may 
simply indicate self-deception wherein 
the officials measure the success of the 
policies by the degree of their own 
satisfaction. A systematic program of 
employee interviewing is one method of 
getting down to reality, of finding the 
workers’ true reactions toward the com- 
pany’s industrial-relations policies. 

There are two types of interviews 
which may be used, the “‘open”’ type 
and the questionnaire type. In the 
open or conversational type the direc- 
tion which the interview will take is 
primarily in the hands of the employee. 
After the interviewer explains the pur- 
pose of the program, the employee 
chooses his own topic. It is felt that 
the subjects uppermost in the em- 
ployee’s mind, the things most impor- 
tant to him, will best come to light 
through this method. The interviewer 


follows the comments in a conversa- 
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tional way but makes no direct attempt 
to suggest a topic or to change the 
subject before the employee has fully 
expressed himself. Houser! has worked 
out a definite check list and procedure 
to be used in a fact-finding survey of 
employee attitudes by means of the 
questionnaire type of interview. 

Other methods for determining 
employee attitudes toward personnel 
policies include the use of objective 
records. Attention is paid to labor- 
turnover figures classified by depart- 
ments and causes of leaving; records of 
absence, illness, accidents, discharges, 
complaints; suggestions received and 
acted upon; minutes of supervisors’ 
conferences and employee organiza- 
tions, joint agreements, and arbitra- 
tions; and statistics as to employee 
stock ownership, thrift, and participa- 
tion in insurance and benefit plans.? 
The picture resulting from a careful, 
unbiased, and consistent use of these 
sources of information is often very 
close to the truth, but opinions so 
formed cannot be conclusive. Turn- 
over is affected by too many factors to 
be used as an evaluator of a single 
policy, statistics may smother the truth, 
supervisors may complacently vote 
themselves a clean slate, and employee 
representatives may vie with the na- 
tional politicians in misrepresentation. 
A conclusive check by definite inquiry 
is therefore often valuable. 

As a definite procedure the written 
questionnaire is a much used alter- 
native for the interview program. In 
comparison with the interview the 
written questionnaire is expeditious, 
inexpensive, easy to administer and 
standardized. 





1 Houser, J. D., What the Employer Thinks. Cam- 
bridge: Harvard University Press, 1927, p. 175 ff. 

2 Bingham, W., and Moore, B. V., How to Interview. 
New York: Harper & Bros., 1931, p. 84. 





108 HARVARD BUSINESS REVIEW 


It is expeditious because the explana- 
tion of purpose and the marking of 
answers can be done in groups instead 
of singly, and without the recording of 
superfluous and irrelevant comments. 
The method of distributing the ques- 
tionnaire blanks simultaneously among 
groups of assembled workers is objec- 
tionable, however, in that the crowd 
opinion might be the decisive influence. 

Since it is not necessary to train 
persons purposely for administering 
the written questionnaire, since the 
loss of employee time is less, and since 
the exact nature of the answers facili- 
tates statistical treatment and thus cuts 
the clerical cost of analysis, the written 
questionnaire is less expensive. The 
questionnaire is easier to administer, it 
is self-explanatory and it is standardized 
and treats each person in the same 
way; whereas in the open interview 
there occurs a variation in the technique 
and interpretation of the interview, 
whether there is just one person doing 
the interviewing or several. Further- 
more, the questionnaire will give an- 
swers practically as valid as those 
obtained by interview when the attitude 
toward a specific policy is desired. 
For example, an interviewing program 
and a secret ballot were both used to 
determine the attitude of one company’s 
workers toward its employment-guar- 
anty plan. It was found that, in 
general, the results of the interviews 
and the questionnaires were consistently 
the same.’ 

The disadvantages of the printed 
questionnaire are three: a misunder- 
standing of the question asked is very 
probable, the questions themselves sug- 
gest answers, and the employee cannot 
so easily qualify his answer. ‘The first 
point is obvious, but its importance 


* Bingham and Moore, of. cit., p. 215. 


should not be underestimated. One 
investigator in a textile-strike situation 
cites the example where the meaning of 
the term “‘arbitration”’ was often con- 
fused with ‘“‘resignation” or “‘sur- 
render.”’* This same difficulty is also 
found in the interview, but here a 
chance is given for the employee to 
ask the meaning or for the investigator 
to recognize and to clear up the mis- 
understanding. Unless very carefully 
phrased, questions will contain a lead 
which suggests an answer to the person 
who is being queried, an answer which 
may be far from the true one. ‘The 
categorical “‘yes”’ or “‘no,” or the brief 
answer usually necessary on a question- 
naire, smothers the nuances of opinion 
or the partial exceptions which can be 
secured by the interview. 

The oral interview, therefore, is not 
the sole means of taking the pulse of 
employee reaction, nor is it always the 
best way. It may, on occasion, yield 
startling results not brought to light 
by other methods. Sometimes its most 
valuable use comes as a supplementary 
aid to other methods of investigation. 


Improving Employee Morale 


A second major use for an interview- 
ing program is the improvement of 
employee morale. The improvement 
comes through the effect of the program 
on the individual employee and through 
the discovery of remedial measures 
applicable to groups. 

The very act of interviewing produces 
certain by-product effects on the inter- 
viewed. It provides the opportunity 
for an emotional catharsis, gives a fillip 
to self-importance, and improves respect 
for the management, whose desire to 
improve is demonstrated. The em- 
ployee may take the opportunity to get 





‘ Ibid., p. 254. 
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off his chest any irritation which he has 
been nursing and thus to secure a 
release of energy, goodwill and zest for 
work. The very fact that company 
officials are asking for the opinion of 
the employee encourages his self-im- 
portance; he feels that the management 
values his opinions, that his personality 
is recognized. As long as interviewing 
progresses, all employees will be con- 
scious of the program and may be 
favorably impressed with the manage- 
ment’s desire to know the truth and to 
improve conditions. 

These effects on the individual may 
be limited in value by the necessary 
infrequency of the interviews. One 
emotional release or one addition to 
self-respect per year may not have 
lastingeffects. Perhaps the good effects 
are counteracted by the discovery that 
nothing has been done about the sug- 
gestions, since many of the complaints 
are incapable of correction or are based 
on misconceptions. 

In addition to these by-product 
effects on the person interviewed, it is 
also suggested that the interviewer may 
guide him to a higher degree of personal 
integration. It is quite commonly ac- 
cepted that there is much emotional 
maladjustment and falsification of the 
work situationinindustry. One writer? 
found, for instance, that the more 
seriously maladjusted people constitute 
a small but potentially important group 
of industrial workers; and that a larger 
group, possibly nearly half of the entire 
working force, is composed of the less 
serious cases of emotional maladjust- 
ment, who, nevertheless, are in need of 
special consideration on the part of a 
mental hygienist. In Macy’s, from a 
sample of 1,200 employees, about one- 


5 Jarrett, Mary C., ‘Report of Progress on Work 
Undertaken Under the Engineering Foundation of 
New York,” IV Mental Hygiene, p. 869. 
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fifth were judged by their supervisors 
to be problem employees. 

Of what value is an interviewing 
program within the individual company 
in this connection? Company execu- 
tives often suspect from reported experi- 
ments that falsifications exist within 
their own company. An interviewing 
program may establish the fact and 
the degree to which it is true. To 
correct the cases discovered is probably 
outside the scope of the interviewing 
program itself, except as it furnishes 
the excuse for the voluntary catharsis 
which has been mentioned or as the 
result is automatic. ‘The interviewer, 
attempting to determine the real 
thought and attitude of the employee, 
may very well find it advisable to call 
the employee’s attention to two oppos- 
ing statements which he has made. 
If this procedure brings the employee 
to recognize the illogical and irrational 
nature of his thinking, improvement in 
his emotional attitude toward company 
affairs may result. If the interviewer 
is to attempt to correct the irrational 
attitudes, as a conscious aim of the 
program and in the manner of a mental 
hygienist, however, he will need a 
vastly increased amount of training 
beyond that necessary to fit him as a 
routine interviewer, and he will need 
to devote much more time to problem 
cases. ‘The attempt to correct would 
doubtless arouse employee opposition 
to the whole interviewing program, and 
during any one interview resentment 
on the part of the employee would 
hinder the securing of true information 
on attitudes. Nor will it usually be 
possible for adjustments and allow- 
ances to be made by supervisors or 
foremen in contact with the problem 





6 Anderson, V. V., “‘The Problem Employee: His 
Study and Treatment,” VII Personnel Journal 3, 
October, 1928, p. 203. 
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subject, for the anonymity guaranteed 
in the interview prohibits identification 
of any individual. Systematized cor- 
rection of problem cases may involve 
setting up a separate department for 
that purpose.’ 

An interviewing program, then, would 
serve to discover the existence and 
degree of emotional maladjustment, 
and the individual cases so uncovered 
could be referred to a company or 
independent consulting mental hygien- 
ist, but it should not be expected that 
the routine interviewer can or should 
accomplish any guidance as a part of 
the program itself. 

The results of an interviewing pro- 
gram may indicate not only that there 
are individual and differing cases of 
misconception and falsification of the 
work situation, but also that some ideas 
may be rather widespread and consti- 
tute a group belief. If the maladjust- 
ments are due to conditions within the 
firm itself rather than to general eco- 
nomic and social conditions outside 
the individual company’s control, the 
proper remedy may suggest itself. 

The simplest discovery to make is 
that of group discontent with some 
physical working condition or some 
company policy. If the group objec- 
tion is justified, correction is usually 
simple. Such a discovery must be 
considered as a by-product rather than 
as an end result. Group attitudes 
which are the result of other factors, 
not so easily discovered, point more 
clearly to the interview. If there were 
a general pervasive fear of loss of job, 
of lay-off, or of the mode of selection 
for lay-off, an announced policy of 
work-sharing or minimum-employment 


7 On this point see Fisher, V. E., and Hanna, J. V., 
The Dissatisfied Worker. New York: Macmillan 
Co., 1931. Also Anderson, V. V., Psychiatry in In- 
dustry. New York & London: Harper & Bros., 1929. 


guaranty could then be suggested as a 
result of the investigation. A minor 
racial or religious group may feel sup- 
pressed when no such feeling is intended 
by the management. A whole depart- 
ment may develop a departmental 
inferiority complex due possibly to 
differences in jobs, security of jobs, 
physical location of the department, or 
supervision. Once this unsuspected 
condition has been brought to light, 
some remedy is usually available and 
the morale of the group and the plant 
as a whole is improved. 

One of the better known and more 
frequently used methods of improving 
morale by discovering and meeting 
employee grievances is through em- 
ployee representation. R. S. Meriam 
has made a suggestive comparison of 
employee interviewing with employee 
representation.’ He concludes, how- 
ever, that the differences in the two 
methods are so great that they cannot 
be considered as competing tools for 
accomplishing the same results, but 
might be used simultaneously if de- 
sired—representation for group griev- 
ances, and the interview for bringing 
into the open all the grievances and for 
dealing with the irrational element. 


Improving Supervision 


Better supervision is in itself another 
method to improve the morale of the 
workforce, but it is so important that a 
separate classification as one of the 
main aims of an interviewing program 
is entirely justified. An interviewing 
program improves supervision auto- 
matically through its check-up effects 
and by providing for more adequate 
training of supervisors. 


8 Meriam, R. S., “Employee Interviewing and Em- 
ployee Representation,” X Personnel Journal 2, 
August, 1931, p. 95. 
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In the interviewing experiment car- 
ried out by the Western Electric Com- 
pany, employee comments indicated 
that the very existence of an interview- 
ing program tended to improve super- 
vision.’ If the interviewing improves 
the morale as suggested, the employees 
are that much more easily supervised. 
The supervisor will normally be more 
careful when he knows his employees 
are to be given a chance to talk about 
him. An important consideration is 
whether any antagonism on the part 
of supervisors and other subexecutives, 
whose handling of people is thus being 
checked up, will be sufficient to counter- 
act the improvements sought. If the 
whole program is backed by the execu- 
tives, carefully planned, adequately 
explained, and skillfully executed, there 
should be little danger. A careless 
program, however, will not only arouse 
the antagonism of the foremen, but will 
not be taken seriously by the employees. 

Better supervision is brought about 
by requiring that every future super- 
visor, as part of his training, have 
some experience as an interviewer. It 
has been suggested, concerning the 
Western Electric Company which used 
this method, “that the company is 
developing a group of future supervisors 
who know the technique of interview- 
ing and of human control, who have 
realized the importance of fact-finding 
in personal situations, and who are able 
to extrude emotion or moralistic 
admonition from their personal con- 
tacts . . . they have learned to listen 
rather than to talk, to develop new 
capacities for active listening.” 


®Putnam, M. L., “Improving Employee Rela- 
tions,” VIII Personnel Journal 5. February, 1930, 
p. 314. ; 

10 Mayo, Elton, “Changing Methods in Industry,” 
VIII Personnel Journal 5, February, 1930, p. 326. 
All statements regarding the experimental work done 


This policy, of course, increases the 
expense of training supervisors or inter- 
viewers, for the interviewer will be 
advanced to a supervisory position 
before his usefulness as an interviewer 
is exhausted, and another person must 
be trained as interviewer in his place. 
Such a policy tends to imply that the 
interviewing program should be more 
or less permanent and continuous. 
Care must be taken in scheduling the 
persons to be interviewed, for it might 
prove embarrassing and destructive of 
morale for employees to find their 
*‘father confessor”? placed over them as 
an administrative officer. If the type 
of employee should vary greatly from 
department to department, experience 
in interviewing one type might not be 
good training for a supervisor who is 
to be placed over another type. 

Interviewers chosen from the lower 
supervisory levels will usually not be 
the best type obtainable. They have 
the advantages of being close to the 
job, of understanding the work and the 
technical phraseology and of more 
easily securing the trust of the em- 
ployees. If the employee has con- 
tinually to explain common matters 
inherent in the company background to 
the interviewer, he is more apt to lose 
respect for him and to fail to talk about 
the subjects uppermost in his mind. 
Some of the Western Electric inter- 
viewers of this bench-trained type were 
very successful in getting full coopera- 
tion from the employees interviewed 
and in securing interesting material. 
They themselves had been selected by 
interview as persons interested in people, 
willing to listen, and not dogmatic or 
assertive. ‘They fulfilled the qualifica- 
tions of being pleasant, sympathetic, 
tactful, courteous and patient. Their 





at the Western Electric shops are based on pub- 
lished material. 
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training consisted of instructions given 
in conference, and of observation at 
regular interviews. ‘They were then 
sent out as interviewers themselves, 
but were to return to discuss their 
problems and experiences until the re- 
sults of their interviewing were accept- 
able. As a general rule, while they had 
good success in getting the employees 
to talk, their weak point seemed to be 
that a lack of broad understanding of 
psychological facts handicapped them 
in comprehending fully the significance 
of the statements made. They were 
not able quickly to grasp all the implica- 
tions of the conversation and to seize 
any leads which might have brought 
forth a more illuminating recital. In 
this respect a person with the training 
equivalent to that of a college graduate 
and a major grounding in psychology 
would be much superior. ‘The highest 
type of interviewer cannot, therefore, 
normally be found in the ranks of minor 
supervisors. 

Probably the most important service 
of an interviewing program in improv- 
ing supervision is that it secures con- 
crete, localized, and critical material 
for preliminary and concurrent training 
of supervisors. Discussion rather than 
the lecture method can then be used, 
the material cannot be objected to as 
theoretical, and an added interest to a 
foreman should develop from the fact 
that any comment may have been 
made about him. 

To secure this undoubtedly valuable 
material, a continuous and prolonged 
interviewing program is not necessary. 
A short program for that specific pur- 
pose may be carried on by company 
interviewers or outside investigators 
invited in for that purpose, such as a 
firm of personnel counsellors, research 
students in labor or psychology, or 
college representatives interested in 


material for courses in foreman train- 
ing, industrial management, and the 
like.!! A program of this sort can be 
too short and too superficial. Some 
time may be necessary to let the 
workers become acquainted with the 
project and become convinced that 
the motives are worth their trust. 

In the fact-finding aspect, an alter- 
native to a full program of interviewing 
is the method of inquiry by one or 
several investigators who combine in 
their technique personal observation 
with interviewing. They may also use 
physiological measurement. An _ ex- 
ample of this approach is a year’s 
intensive study of 29 male workers in a 
Pennsylvania railroad shop made by 
Hersey.!2, He worked with the men 
on their regular jobs, thus making 
possible observation, continuous in- 
formal interviewing, and measurement 
of whatever objective criteria it was 
desirable to use, all under normal con- 
ditions of work. This method is not 
only a rival of the large-scale inter- 
viewing program as a technique in 
research, but it will produce case 
material for use in supervision as 
valuable as that secured by interview- 
ing alone. 


Unreliability in Interviewer and 
Employee 
No human can become enough of an 
automaton to be entirely impersonal; 
each interviewer will have his bias— 
the way he wants things to come out or 
his guess as to what the result will be— 


11 This was done by five interviewers from Pennsy]- 
vania State College to secure material for an exten- 
sion course in foreman training. In 21 man-days 
they interviewed 243 employees. Richards, J. R., 
“Interviewing Industrial Employees: A Source of 
Foreman Training Material,” IX Personnel Journal 
4, December, 1930, p. 281. 

12 Hersey, R. B., Workers’ Emotions in Shop and 
Home. Philadelphia: University of Pennsylvania 
Press, 1932. 
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whether he knows it or not. Assuming 
that the interviewer is conscientous 
and would not purposely distort the 
proceedings, he must predetermine his 
bias so far as possible and take constant 
care that it does not enter into the 
question asked, the tone of voice, or 
facial expression in such a way that it 
might determine the associations of the 
person interviewed. When recording 
the answers or the conversation, he 
must guard against his bias again and 
set down the exact opinions as given, 
entirely separate from any inferences or 
interpretations of his own. ‘To avoid 
errors of memory it is essential, natur- 
ally, that the recording be done at once 
after the interview. Considering the 
qualifications required and the numer- 
ous opportunities for error, it is not 
surprising that interviewers differ in 
the results they get under the same 
conditions. '% 

The reliability of information secured 
in the attitude interview is dependent 
upon the employee’s understanding 
of what is wanted, his ability to express 
himself and his willingness to give 
his opinion. Reference has already 
been made to the first two points. 
Willingness to give his opinion must be 
induced by the interviewer through 
identifying the interests of the em- 
ployee with the interests of the investi- 
gation and through a guaranty of 
anonymity scrupulously observed. If 
the employee is sure that his statements 
will never be identified with him, he 
loses, to a large extent, both the 
reluctance to talk and the incentive to 
say what he thinks is wanted or is 
politically desirable because of a self- 

13Qn the difference in results secured by different 
interviewers, see Richards, op. cit.; White, L. D., 
““Methods Used in a Study of Morale in the Municipal 


Employment of Chicago,” IV Personnel Journal 6, 
October, 1925, p. 215; and Bingham and Moore, op. 


cit., p. 241. 


advancing concern. When one adds 
to this conscious deceitfulness anything 
which is unconscious, to the existence 
of which any psychoanalyst will testify, 
one must realize that opinions stated 
under even the most favorable condi- 
tions cannot be relied upon as free from 
error. 


Difficulty of Analysis 

The questionnaire-type interviews 
are obviously easier to analyze than 
are open interviews. ‘The definite an- 
swers are already in a classified form 
according to the identical questions 
asked. Statistical treatment is rela- 
tively easy, although, as already noted, 
this ease of handling may be secured at 
the expense of some distortion or limi- 
tation of the full picture. 

The collection of open interviews, in 
which the topics to be talked about are 
optional with the person interviewed, 
is a mass of unorganized observations 
which include not only the attitudes 
toward factors within the company but 
also the employees’ thoughts and ob- 
sessions on private affairs concerning 
which the company very probably can 
do nothing. 

Since the Western Electric is the 
largest interviewing experiment ever 
attempted with the open-type interview 
(21,126 interviews in over three years), 
the methods of analysis used there 
should be interesting. ‘Two analyses 
were made, one a subject analysis and 
the other a substance analysis. For 
the first, after considerable experiment 
a list of 36 main headings, relating to 
industrial situations within the plant, 
was decided upon, and definitions for 
each heading were set up. The com- 
ments in each interview, taken as they 
stood and without analysis for motives 
or causes, were classified under one of 
the 36 main headings or subdivisions 
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thereof. They were further divided 
into favorable and unfavorable, and 
into those made by men and those 
made by women. This subject anal- 
ysis served to show what the employ- 
ees talked about. The next step was 
the substance analysis, to show what 
the employees said about the subjects. 
All the comments under each subject 
were analyzed for the thought con- 
tained; each thought expressed was 
indicated by a short statement, and 
the number of times each thought was 
expressed was tabulated separately for 
men and women. A typical quotation 
was chosen to represent each thought 
and numbered to correspond with it. 
This method serves to raise the 
question as to how much real value is 
attached to a comment on any subject 
when the comment has been lifted out 
of its context. Another source of dis- 
tortion inheres in the fact that the 
thoughts expressed by the employees 
must be taken as they are, although in 
many comments it is clear that further 
interpretation is necessary to deter- 
mine the real significance and meaning 
intended. Yet interpretation, subject 
as it is to unconscious bias, or to honest 
misunderstanding of the analyzer, may 
bring further distortion rather than 
clearer delineation. ‘The upshot is that 
material secured in the open interview 
is so slippery, clouded and ambiguous 
that analysis is difficult, and the draw- 
ing of any valid deductions is a matter 
of art rather than of statistical routine. 


Conclusion 


The critical, perhaps too adversely 
critical, analysis made in this paper of 
the favorable results which may be 
expected, of the limitations and the 
difficulties, and of the alternatives 
available, leads one to conclude that 
for a company considering the intro- 


duction of an interviewing program on 
a large scale or for any long period 
with the expectation that tangible 
results for that company will justify 
the expense and effort, the answer 
would be adverse. An interviewing 
program cannot be considered as a 
‘plan,’ a group therapy, a trick device, 
or an easy answer to the complex 
problems of industrial relations. 

The discussion has indicated the 
valid uses for the attitude interview 
as a managerial tool when a specific 
purpose has been determined on, the 
particular situation appraised, and pro- 
vision made for using the interview with 
understanding. Probably the two 
most practical uses of the attitude 
interview are fact-finding and the 
securing of case material for use in 
supervisors’ conferences. To pursue 
these aims singly or all at once, an 
elaborate program is not necessary; a 
short program or a single interviewer 
may very well suffice. 

While a wholesale program of inter- 
viewing cannot be advocated, a large 
company, after analyzing the attend- 
ant circumstances and the company’s 
need, might find it advisable to provide 
a few expert interviewers as a perma- 
nent part of the personnel staff. With 
these experts the interview would be a 
sensitive tool, the success of which in 
getting at reality would depend on the 
adroitness and intelligence with which 
it was used and the acumen with which 
the results were interpreted. All pos- 
sible care should be taken to guard 
against the sources of unreliability in 
the interviewer and in the employee. 
A modest set-up of this sort should 
secure practically all the advantages 
claimed for a wholesale program. 

As a look into the future, it will not 
be amiss to inquire what implications 
for personnel management may be 
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drawn from the interview as a tech- 
nique. ‘The rapid growth and improve- 
ment of machines and the increased use 
of power are characteristic of modern 
industry. Much of this advance has 
been accomplished by engineering re- 
search. ‘‘Human-engineering” enthu- 
siasts have held that great possibilities 
exist in research into human problems. 
The interview is a useful tool in such 
research. ‘The progress in mechaniza- 
tion and the increasing complexity of 
industrial society have added to the 
stress and strain under which people 
must live, and in that sense have made 
fact-finding research into the human 
element more necessary. From the 
capitalistic profit-making standpoint, 
however, as mechanical appliances and 
shifts in the demand for goods and 
services have displaced laborers, re- 
search directed toward a more profit- 
able use of the human factor has 
become less necessary. 

It has been the relative scarcity of 
labor in this country, and its conse- 
quent high cost, which has not only 
stimulated mechanical improvement, 
but has also led to American pioneering 
in systematic improvement of industrial 
relations in order to obtain the effective 
utilization of the worker’s effort. This 
development of industrial relations has 
been characterized by group  proce- 
dures. The interview, on the other 
hand, emphasizes the individual ap- 
proach, and in that respect is a healthy 
shift. Individual differences and the 


love of distinction are capitalized by 
this approach. Management should 
avoid rigid classification, as far as 
possible, and should adopt as an ideal 
the treatment of each worker as a 
unique personality. Management will 
probably always have to deal with 
men as groups, but the attitude, the 
ideal, should be for as much individual- 
ization as possible. The emphasis of 
this viewpoint in the interview is one 
of its most desirable contributions. 

The depression seems to have quick- 
ened interest, at least for the time 
being, in the necessity for adopting 
a broad social outlook in dealing 
with labor problems. Voluntary work- 
sharing, provision for relief, agitation 
for unemployment insurance, and the 
recent pronouncements in favor of 
a shorter working week and mini- 
mum wages are examples of this tend- 
ency. If the attitudes prevalent in 
government circles prove to be perma- 
nent, rather than passing hysteria of 
the moment, an artificial shortage of 
labor may be the result, in which case 
management will need to continue a 
high degree of interest in good industrial 
relations, in study of methods to in- 
crease worker effectiveness, and in the 
tendency toward treatment of workers 
as individuals rather than as cut-and- 
dried groups. The attitude suggested 
by the technique of the interview would 
then be in accord with major social 
trends. 





THE UNITED STATES INTERCOASTAL 
SHIPPING CONFERENCE 


By IRVIN M. BETTMAN, JR. 


HE purpose of this paper is to pre- 

sent a study of the United States 

Intercoastal Shipping Conference 
as an illustration of an important and 
interesting case of attempted self-regu- 
lation of anindustry. Since the details 
of the United States Intercoastal Con- 
ference are not widely known, nor easily 
available, it is essential to give at least 
a brief history of the Conference. The 
prime interest, however, is not so much 
in the details of the development of the 
Conference as in the broader aspect of 
the situation. 


Early Developments of the Conference 


During the year 1922, conditions 
in intercoastal shipping were ex- 
tremely chaotic; rate-cutting was freely 
indulged in, and none of the dozen or so 
steamship companies engaged in the 
trade was operating profitably. The 
extremely low rates in effect caused a 
great increase in the trafhc handled, 
much of it being diverted from the 
transcontinental railroads from as far 
inland as Chicago. Additional tonnage 
was consequently attracted into the 
intercoastal trade, the total amounting 
to 150 vessels of an aggregate of over 
one million deadweight tons at the end 
of 1922, as compared with 75 vessels 
aggregating six hundred thousand tons 
operating six months earlier.! 

As early as December, 1922, there 
were rumors that a conference was to 
be organized to bring an end to the 

1 Unless otherwise designated, the source of infor- 
mation used in this paper is Export Trade and Finance, 
from December, 1922, to November, 1932, inclusive. 
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unprofitable intercoastal situation. In 
February, 1923, a tentative agree- 
ment was reached by three intercoastal 
steamship lines, sponsored by Chair- 
man Lasker of the Shipping Board. 
Negotiations for a larger conference 
agreement dragged on until June, 1923, 
at which time an announcement was 
made of the formation of a Conference, 
the main issue being that rate increases 
were to become effective August I. 

The details of this 1923 Intercoastal 
Conference were not given any pub- 
licity, but it would appear that the 
Conference was of a rather loose type, 
consisting mainly of a tariff schedule 
which all the members of the Con- 
ference agreed to follow. Certainly 
the conference agreement contained no 
pooling agreements, nor any provision 
for installing a deferred rebate system. 

This Conference worked reasonably 
well throughout 1923 and the greater 
part of 1924. Although there were 
occasional signs of trouble in the 
intercoastal trade, and complaints of 
rate-cutting by lines outside the Con- 
ference, no serious threat to the stabil- 
ity of the Conference arose. From the 
end of 1924 through the early part of 
1925, rate-cutting by lines which were 
not represented in the Conference 
caused more and more annoyance, and 
much discussion was given to schemes 
which would overcome this competi- 
tion. Attempts were made continually 
to bring all the lines in the intercoastal 
trade within the Conference. 

This rate-cutting continued through- 
out 1925, but was not serious enough 
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to endanger the existence of the Confer- 
ence. In order to secure a more 
flexible rate structure, the Conference 
set up a rate-making body of five men 
in May, 1925, and also announced an 
end of the policy of secrecy hitherto 
adopted. To this end, copies of the 
westbound rate tariff were made public. 
In January, 1926, the Florida boom 
greatly increased the eastbound lumber 
traffic and, because of the scarcity of 
shipping space, many tramps were 
attracted into the trade. Since at all 
times the westbound traffic was only 
about one-half of the eastbound, this 
extra tramp tonnage was hard pressed 
to find any westbound cargo and was 
led to cut rates in an effort to avoid 
returning under ballast. By the end of 
January, conditions in the westbound 
traffic situation were so bad that 
the collapse of the Conference was 
imminent. Three of the larger con- 
ference members withdrew in order to 
have a free hand in meeting this tramp 
competition. At this point the Ship- 
ping Board stepped in as peacemaker, 
and by calling attention to Paragraph 
19 of the Merchant Marine Act, which 
specifies that rates reduced to drive out 
competition cannot be raised after the 
competition has disappeared, induced 
the reorganization of the Intercoastal 
Shipping Conference. Seven compa- 
nies, including the three that had with- 
drawn, signed the new agreement and 
agreed to invite nonconference lines to 
join the new pact. ‘This action on the 
part of the Shipping Board set a prece- 
dent and will be referred to later on. 
This new conference agreement was 
still of a very loose nature, but it set 
up a rate-making body of three men and 
allowed a 5% differential to lines with 
less frequent service. Attempts were 
made to get the nonconference lines to 
join the agreement and so strengthen 
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it, but these attempts definitely failed 
in March, 1926. This refusal to join 
was based largely on the question of 
satisfactory differentials for the slower 
lines and the absence of any bond 
posted by conference lines guaranteeing 
their observance of the conference rates 
and regulations. At this time, and 
because of the chaotic conditions in 
the intercoastal shipping trade, a bill 
was introduced into Congress giving to 
the Interstate Commerce Commission 
the power over intercoastal shipping 
rates. Although the bill failed of pass- 
age, the attempt indicated the begin- 
ning of the agitation for government 
control over intercoastal shipping rates. 

Weakness continued in intercoastal 
shipping throughout 1926, and, al- 
though the Conference continued, the 
situation was freely admitted to be very 
unsatisfactory. Various efforts were 
made to give the Shipping Board power 
over intercoastal rates, and the Board 
held a hearing on June 24, supposedly 
to make a thorough investigation of the 
problems involved. Nothing concrete 
was accomplished, and the trade con- 
tinued in what Mr. Campion, vice 
president of the Garland Lines, called a 
“‘vicious rate war.” 

Toward the end of 1926, principally 
because of the British coal strike, 
intercoastal shipping conditions im- 
proved greatly, rate-cutting ceased, 
and the Conference began to function 
smoothly. Taking advantage of this 
favorable situation, the Conference was 
reorganized, the negotiations for this 
reorganization beginning in January, 
1927, and being concluded successfully 
in June. 


Reorganization of the Conference 


This new conference agreement was a 
more powerful instrument than the 
earlier one had been. It included pro- 
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visions for arbitration of disputes, the 
award of damages for breach of its 
conditions, the establishment of the 
pooling of earnings by the westbound 
carriers, the division of the member 
lines into groups A, B and C, depending 
upon the class of service offered, the 
setting-up of rate differentials between 
these different groups, and the use of 
contract rates to hold the patronage of 
shippers. The details of the pooling 
agreement need not be mentioned here, 
but its importance must be pointed out. 
It represented the first attempt by the 
Conference to join its members into a 
compact, powerful group with enough 
community of interest to insure their 
working together. 

Only three intercoastal lines re- 
mained outside the new Conference, but 
these agreed to adhere to the conference 
tariff rates. The new United States 
Intercoastal Conference was able to 
secure the services of R. C. Thackara 
as chairman. His selection for this 
important post was generally hailed as 
a wise move. 

This new Conference continued in 
operation until February, 1931. During 
this period of three and a half years, 
various causes of trouble arose, but all 
were settled satisfactorily enough to 
allow the Conference to continue. It 
will be sufficient for the purposes of this 
paper to list briefly the causes of the 
trouble, without taking up any of them 
in detail: (1) the conference port- 
equalization rule was the cause of 
protest by Baltimore interests; (2) 
trouble arose over the conference policy 
of allowing split-deliveries to be made 
on goods charged at carload rates; (3) 
intermittent lumber price cuts led 
finally to the formation of an Inter- 
coastal Lumber Conference; (4) trouble 
arose over the rate policies of the indus- 
trial carriers in the trade (Isthmian of 





the United States Steel Co., Calmar of 
Bethlehem Steel, and Ford Lines), but 
this was finally settled when the indus- 
trial carriers agreed to follow conference 
rates and regulations; (5) arguments 
were raised over the failure of the 
earnings pool to work equitably. 

The Conference collapsed in Febru- 
ary, 1931, after six months or more of 
trouble. ‘This collapse was due prima- 
rily to the overtonnaged conditions of 
the trade, in the face of a general 
falling-off of business. At the time of 
the break-up, the special points of 
disagreement were over the pooling 
arrangements, as modified in 1930, and 
the lumber rate situation. 


Further Government Intervention and 
Reorganization 

Upon the dissolution of the Confer- 
ence, rate-cutting became general and 
severe. Encouraged by the Shipping 
Board, negotiations for a new Confer- 
ence were started as early as April, 
1931, and in June the Shipping Board 
invited the members of the intercoastal 
trade to a meeting for the purpose of 
reestablishing an Intercoastal Confer- 
ence. At this meeting a committee of 
five members was selected to attempt 
to present a plan, satisfactory to all the 
lines, for reestablishing the Conference. 
This committee met continually, but 
was unable to arrive at any satisfactory 
solution until February 15, 1932. 

In the meantime, while the inter- 
coastal lines were making little head- 
way toward solving their problems, talk 
of government regulation of the trade 
through the Shipping Board became 
intensified, culminating in the intro- 
duction in January, 1932, by Senator 
Johnson, of a bill designed to give the 
Board power over intercoastal shipping 
comparable with the power of the Inter- 
state Commerce Commission over the 
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railroads. A similar bill introduced by 
Senator Copeland in 1931 had come to 
nought. ‘The Johnson bill also failed 
of passage, supposedly because of its 
provisions barring industrial lines from 
acting as common carriers. 

The new conference agreement men- 
tioned above was essentially the same 
as the one which had collapsed in 1931. 
Approval of this new pact by the 
Shipping Board was conditioned upon 
agreement by the Isthmian and Calmar 
Lines to follow the conference rates and 
regulations. ‘These two industrial lines 
so indicated their intention, and the 
new Conference became effective March 
I, 1932. At this point, the Isthmian 
Line provided a surprise by deciding to 
join the new Conference. ‘This repre- 
sented an abrupt about face, as here- 
tofore the industrial lines had refused 
to bind themselves to the conference 
agreements. 

When the conference agreement was 
about to expire on August 31, 1932, 
it was extended, after considerable 
discussion, to March 31, 1933. ‘The 
extended pact abolished the old classi- 
fications into lines A, B and C classes, 
and substituted instead a classification 
into two groups, A and B lines. A 
surcharge of 3% was to be placed on all 
freight rates, and the receipts therefrom 
pooled for the benefit of all lines. An 
executive committee of five was to 
direct the Conference, while the rate- 
making power was given to a salaried 
committee of three outside traffic ex- 
perts who were called in. Chairman 
Thackara, relieved of his rate-making 
duties, was given charge over personnel 
and public relations. 

During October, the intercoastal lines 
suffered from a diversion of traffic to 
the Gulf of Mexico ports, attracted by 
the rate war which followed the collapse 
of the Gulf Conference. Weakness in 
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the lumber trade, which was again 
under the United States Intercoastal 
Conference (the chairman of the Inter- 
coastal Lumber Conference having re- 
signed in 1930), caused many to predict 
that the Conference agreement would 
not be renewed in March, 1933. 

Despite this pessimism, however, the 
Intercoastal Conference agreement was 
extended, on March 30, to May 31, 
1933.7, The extended pact was iden- 
tical with the expiring one. 

As a climax to long years of agitation 
and argument, Congress passed and 
President Hoover signed the Inter- 
coastal Shipping Act of 1933 on March 
3. This bill provided for regulation 
of the intercoastal trade by the Ship- 
ping Board, to become effective June 
I, 1933. Its provisions and importance 
will be discussed later. 

A conference history, such as is pre- 
sented here, is valuable chiefly as a 
basis for analyzing the actual perform- 
ance of such an organization. Such an 
analysis should concern itself with the 
various causes of trouble in the Con- 
ference, the effects of this trouble upon 
the various groups concerned, the steps 
that have been taken to remedy these 
trouble-causing situations, and the ac- 
tion which may, or should, conceivably 
be taken in the future. 


Causes of Conference Trouble 


An examination will disclose that 
the causes of trouble in the United 
States Intercoastal Conference may 
be roughly divided into two classes. 
One of these represents trouble arising 
from causes within the Conference and 
among its members; the other includes 
difficulties caused by factors and forces 
outside the Conference. 

Internal Dissension.—Undoubtedly 
the most common cause for internal 
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dissension in the Conference has been 
the belief that other conference mem- 
bers were cutting rates, either directly 
or indirectly through the addition of 
more service at the same rate. In any 
specific instance, the truth of an accu- 
sation of this sort is practically impos- 
sible for an outsider to verify, but there 
can be no doubt that the accusation 
was continually being raised, was con- 
stantly causing trouble, and in many 
cases probably was justified. 

It is easy to realize that difficulties 
of this sort, amounting as they do to a 
more or less hidden violation of a 
signed agreement, are too great for any 
form of a conference to overcome. All 
sorts of agreements between competi- 
tors, ranging from gentlemen’s agree- 
ments to pacts of the strictest and 
most rigid type, have been prone to 
failure because the parties to the agree- 
ment, finding it to their advantage to 
disregard their obligations, promptly 
did SO. 

In the last analysis, to prevent 
trouble of this sort, there are two 
possible approaches. Either the situa- 
tion, involving the members of the 
agreement, can be so modified that it 
will not be to the member’s advantage 
to disregard the agreement; or penalties 
and supervision can be made so dras- 
tic that evasion of this sort will be 
impossible. ‘The first of these methods 
probably involves an unattainable ideal. 
Circumstances, particularly in the inter- 
coastal shipping field, would have to be 
changed drastically in order to arrive 
at a situation where, for example, rate- 
cutting by a conference member would 
be both unprofitable and unnecessary. 
One of the necessary steps toward a 
realization of this type of ideal situation 
would be a reduction of tonnage in the 
trade.’ This, of course, is a measure 
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beyond the power of the Conference. 
Some tentative steps in this direction 
were tried, involving the tying-up of 
some ships during dull periods, but 
they proved ineffective. 

The conclusion seems fully justified 
that the Intercoastal Conference ap- 
proached the question, of preventing a 
member from violating the conference 
pact, from the second method given 
above. By increasing the supervisory 
powers of the Conference, setting a 
penalty of four times the amount 
received by rate-cutting, and requiring 
the posting of a $25,000 bond, attempts 
were made to force all the members to 
live up to their agreements. That 
these measures were not entirely suc- 
cessful was common knowledge.‘ 

Other causes of internal trouble, al- 
though not as fundamental as the 
above, were both numerous and impor- 
tant. Various minor arguments arose 
over such things as whether “‘split 
deliveries”? should be allowed at carload 
rates, whether port differentials of 
railroad rates could be absorbed by 
shipping rates, etc. These arguments, 
as they arose, were generally quite 
easily settled by negotiation and, after 
the 1927 conference agreement, by 
arbitration. 

A frequent cause of conference 
trouble arose over the difficulty of 
deciding upon suitable rate differentials 
to be granted the slower lines with less 
frequent sailings. This difficulty was 
usually the cause of prolonged negotia- 
tions before the signing of any par- 
ticular conference agreement, rather 
than the cause of trouble after such 
signing. It was settled usually by 
compromise. 

In later years, as has already been 
indicated, the conference agreements 
included pooling arrangements. These 


* Marine Journal, March 15, 1933, p. 8. 
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pooling features, adopted to secure 
unity of outlook and satisfaction of all 
lines and to lessen the need for cut- 
throat competition, were themselves 
the cause of argument. ‘This type of 
intermember argument was settled by 
rearranging the details of the rather 
complicated pooling agreements. 

Outside Forces.—Troubles arising 
from causes outside the Conference 
were of diverse sorts, the most usual 
cause being rate reductions by shipping 
lines which were not members of the 
Conference. Since at no time were 
all the intercoastal lines members of 
the Conference, it is obvious that this 
type of competition was always at 
least a potential danger. In the early 
days of the Intercoastal Conference 
this type of competition was most 
influential in upsetting conditions 
within the Conference. Despite the 
fact that foreign-flag vessels are barred 
from the United States coastwise trade, 
competition from this source was not 
entirely eliminated. Especially in the 
lumber trade, very effective competi- 
tion was presented by foreign ships 
carrying lumber from the Canadian 
port of Vancouver to eastern ports in 
the United States. 

Efforts were constantly being made 
to get all the lines in the trade to join 
the Conference. As indicated above, 
complete success in this endeavor was 
never achieved. The members of the 
Intercoastal Conference adopted the 
contract system of quoting rates, giving 
a 10% reduction to all shippers who 
contracted to ship exclusively with 
conference lines, in an effort to hold the 
patronage of shippers against outside- 
line competition. With the passage of 
time the Conference became stronger, 
and the lines outside the Conference 
developed into two types. Some few 
weak lines remained without the Con- 
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ference because of the competitive ad- 
vantage they thus received, but in 
general they were of so minor a char- 
acter as to be unimportant. ‘The other 
group, refusing to sign the conference 
agreement, consisted of the industrial 
carriers (Isthmian, Calmar and Ford). 
The importance of this group prevented 
their being neglected; their usual pro- 
cedure was to announce they would 
follow conference rates and regulations, 
without formally signing. ‘The Ship- 
ping Board brought its influence to bear 
to prevent rate-cutting by these outside 
lines, and in later years the industrial 
carriers caused little trouble. 

Tramp competition, as a source of 
trouble to the Conference, was impor- 
tant only once, which was during the 
Florida boom in the lumber-carrying 
trade. With the collapse of this boom, 
however, the tramps ceased to be a 
disturbing factor. 

The transcontinental railroads were 
potentially an ever-present source of 
danger to the Intercoastal Conference. 
At various times the railroads peti- 
tioned the Interstate Commerce Com- 
mission to be allowed to _ reduce 
transcontinental rates in competition 
with the shipping lines, but this the 
Commission consistently refused to 
sanction. 

At one time, during a rate war follow- 
ing the collapse of the Gulf Conference, 
some tonnage was diverted to Gulf 
ports, thereby taking it away from 
ports which were served by members of 
the Intercoastal Conference and through 
which it should normally have moved. 
Although this tonnage diversion was a 
real hardship to the member lines, it 
did not offer any great danger to the 
stability of the Conference. 

From the above review of the causes 
of trouble in the Intercoastal Con- 
ference, it will be evident that the two 





122 HARVARD BUSINESS REVIEW 


most important disturbing elements 
were: (1) competition from lines out- 
side the Conference, and (2) failure of 
conference members to observe the 
stipulated rates and regulations. The 
other causes, although highly important 
at times, were transitory and quite 
easily settled. The Conference was 
finally successful in solving the problem 
of competition from outside lines; when 
the latest conference agreement was 
extended to May 31, 1933, only two 
intercoastal lines were not members, 
and both of these lines informed the 
Shipping Board of their willingness to 
follow conference tariffs and rules. 
The problem of preventing conference 
members from violating conference 
terms was not dealt with so successfully. 
To conclude this section on the causes 
of conference trouble, it is correct to say 
that the Intercoastal Conference was 
able, given time, to overcome all im- 
portant sources of trouble both within 
and without the Conference, except the 
fundamental one of having all its mem- 
bers obey the conference agreement in 
letter and spirit. 

General Effects of Conference Instability 

The facts warrant a statement that, 
taking the period from 1922 to 1933 into 
general consideration, conditions in the 
intercoastal trade were seldom quiet 
for long, and that disturbances and 
rate-cutting were the rule rather than 
the exception in the majority of the 
years. We now propose to examine 
the effects of this usually chaotic 
condition upon (a) the shipping lines 
involved, (b) the shippers, (c) the rail- 
roads and (d) the general public. 

The effects of the disturbed conditions 
of the intercoastal trade upon the 
shipping lines are not hard to imagine 
or to verify. Abundant testimony is 
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available showing the losses caused to 
the various lines by the frequent rate 
wars. For example, E. F. Luckenbach, 
president of the Luckenbach Lines, 
estimated that the 1931-32 rate war 
cost the shipowners about $10,000,000. 
In 1927, it was said, “It is estimated 
that losses of upward of $2,000,000 
have been suffered by the steamship 
companies as a result of the rate-cutting 
and unfair competition which has 
prevailed.” 

It would seem that rate-cutting 
should benefit shippers, but the con- 
sensus of opinion seems to be that 
shippers want stable rates® rather than 
fluctuating rates, even if the latter are 
at times lower than the former. As 
long ago as 1909, a British Royal 
Commission on Shipping Rings (Con- 
ferences) concluded that stable rates 
were beneficial to shippers and that 
chaotic rate-cutting was as harmful to 
shippers as toshipowners. ‘The United 
States House Committee on the Mer- 
chant Marine, in its ‘‘Investigations 
of Shipping Combinations” (1914), 
reached similar conclusions. In 1925, 
Admiral Palmer, president of the United 
States Fleet Corporation, likewise de- 
fended the beneficial results to the 
shippers of conference stability of rates. 

The complaint of the railroads, con- 
cerning intercoastal rate-cutting to un- 
profitable levels, has been long and 
loud. At times the railroads have 
complained that the shipowners cut 
rates so low as to attract freight from 
as far inland as Chicago to the Atlantic 
seaboard, there to be shipped to the 
West Coast. This competition was not 
only uneconomical, but also was unfair 
from the railroad’s point of view, inas- 
much as the railroads were controlled 
by the Interstate Commerce Commis- 


6 United States Daily, February 28, 1933, p. 2, col. 6. 
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sion while the ship lines were under no 
rate-controlling body. Because of this 
regulation, the railroads were unable to 
meet fairly the competition presented 
by the rate-cutting of the shipping 
lines. 

The interests of the general public in 
such a situation are obviously not 
identical with the point of view of either 
the shipowners, the shippers or the 
railroads. It is, practically by defini- 
tion, a composite of all these points of 
view, plus many other considerations 
not mentioned above. It may be 
postulated that the public desires 
the cheapest and best service, con- 
sonant with a fair profit to the ship- 
owners, economical utilization of the 
available equipment, and the largest 
practicable amount of employment. 
The declaration of policy contained in 
the first section of the National Indus- 
trial Recovery Bill submitted to Con- 
gress expresses a conception of the 
general public interest in any industry. 
In part, this section declares, “‘It is 
hereby declared to be the policy of 
Congress to remove obstructions to the 
free flow of interstate commerce which 
tend to diminish the amount there- 
of, . . . to promote the organization of 
industry for the purpose of cooperative 
action among trade groups (and) 
to eliminate unfair competitive prac- 
tices.” In the past, the Intercoastal 
Shipping Conference has not functioned 
in a manner leading always to the 
achievement of the above aims of 
public policy. 


Government Control over Intercoastal 


Shipping 
Having examined the causes of 
trouble in the Intercoastal Confer- 


ence, the small degree of success of 


7 Text of the National Industrial Recovery Bill as 
reported by the New York Times, May 18, 1933. 
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conference measures taken to prevent 
disturbances, and the effect of such 
disturbed conditions upon various in- 
terested groups, it becomes clear why 
there has been. agitation for govern- 
ment control, as one possible method of 
rectifying the situation. Since govern- 
mental control has been the method 
finally adopted, it will be considered 
more fully. 

Various groups have recommended 
such government control, and various 
governmental agencies have been sug- 
gested as suitable to do the controlling. 
The railroads have favored govern- 
mental control through the Interstate 
Commerce Commission. Certain ship- 
owners have desired rate control by the 
Shipping Board. For example, P. A. S. 
Franklin and E. F. Luckenbach, presi- 
dents of the International Merchant 
Marine and Luckenbach Lines, re- 
spectively, testified before the Senate 
Commerce Committee in 1932 concern- 
ing the need for control of the inter- 
coastal trade by the Shipping Board. 

Because of the continued agitation 
for government control, the feeling had 
been prevalent that Congress would 
give power over intercoastal shipping 
to some regulatory body if the members 
of the trade were unable to make a 
success of their voluntary conference 
agreements. Chairman O’Connor, of 
the Shipping Board, warned the inter- 
coastal lines of this possibility at a 
meeting in Washington in August, 1930. 

Despite this warning, trouble con- 
tinued, resulting finally in the passage 
of the Intercoastal Shipping Act early 
in March, 1933. This act provides 
for “‘publicity of rates and charges, 
observance of the published rates and 
charges, and suspension of rates and 
charges by the Shipping Board.’’® ‘The 


851 Trafic World, March 11, 1933, p. 478. 
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bill does not contain authority for the 
Shipping Board to prescribe minimum 
rates and states that “‘ nothing contained 
herein shall be construed to empower 
the Board affirmatively to fix specific 
rates.” Penalty for a violation of the 
Act is a fine of from $1,000 to $5,000. 
No rate changes may be made until 
30 days after they have been made 
public and filed with the Board. The 
Board may, on its own initiative, hold 
hearings as to the reasonableness of 
proposed changes and suspend their 
adoption if it sees fit. 

Now that government regulation has 
been attained, what results may be 
expected? ‘The answer to this question 
depends upon two factors: (1) an analy- 
sis of the provisions of the bill given 
above, and (2) the interpretation and 
development given these provisions by 
the Shipping Board. The bill itself is 
not as strict a regulatory measure 
as was first proposed. The House 
amended the bill as passed by the Senate 
by striking out the clause giving the 
Shipping Board power to fix minimum 
rates. To many, this was its most 
important feature as a preventative of 
rate wars. 

Despite this weakness, the effect of 
the bill in maintaining stability in the 
intercoastal trade will depend largely 
upon how vigorously the Board pursues 
its newly granted powers. By refusing 
to allow rate changes, if the purport of 
these changes is to inaugurate a rate 
war, the Board has ample power to 
maintain stability. The actual policy 
of the Board is, of course, indetermi- 
nate at this time. However, in the 
past the Board has worked steadily to 


® Section 3, paragraph 3 of the Act, United States 


Daily, February 10, 1933, p. 6. 





HARVARD BUSINESS REVIEW 


prevent rate-cutting and to preserve 
the conference agreements, so that the 
conclusion is justified that the Board 
will in the future probably exercise its 
newly granted powers vigorously in 
the same direction. The provision, 
making it a punishable offense for any 
line to depart from its published rates 
in any manner, will undoubtedly be a 
powerful factor in forcing the lines to 
live up to the conference agreement. 
Experience with similar provisions in 
the regulation of railroads has demon- 
strated the efficiency of such regulation. 


Conclusion 


In conclusion, this study of the Inter- 
coastal Shipping Conference, as an 
instance of attempted self-regulation of 
an industry, reveals four factors which 
seem important. First, the _ Inter- 
coastal Conference as a_ voluntary 
method of self-control has not proved 
satisfactory. Second, the principal rea- 
son for this failure has been the constant 
inability of the Conference to compel 
its members to live up to the conference 
agreements. Third, the new powers 
granted the Shipping Board are prob- 
ably sufficient to bring a greater degree 
of stability into the intercoastal trade, 
with a strong presumption that future 
regulation will become _- stricter. 
Fourth, the new Washington attitude 
toward the correct relation of govern- 
ment and business, namely the “ part- 
nership”? idea, implying that the 
Government will aid in enforcing trade 
association agreements, such as the 
Intercoastal Conference agreements, is 
aimed directly at overcoming what this 
study has shown to be the main weak- 
ness of such voluntary agreements. 
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